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‘ PLAINTIFFS' EXHIBIT 77 _ IN EVIDENCE 


(c) What security truacastions on the floor of the ; 
oxchunge arc not repoertud! 


Transactions in —— of etocl: und in loss 


than $1,000 princ ij amount of bunds as well 
@o transactions pi a a awhile ts aotion” beats, . 
are not rcported ‘ea tha fcno unless a cpecitic % 


reguest is epproved by 2 Floor Uifieial. Soeeiol 
* transactions, sucn those in bonds in cvencoina= 
tions other chan c iv sien on rvesular 
. contrects, Londs fre quired co.wons ore 
falsoing, etc., are of the tipé execor 
© by cpecific dire 


be 
- 
oO 


LP a | 


e 
be 


It is possible that transacti 
from the caps in erroz siete tic 
ef exceptional esariet cetivity 


20. State the poLiey of the oxchanze with respect to iimitration 
_ Or prohibition of lists 6 ox ceiviearen in eny security on tha 
" exchang o Vithin e epecici Led c ct iossanec ther 


. ke fea cettled practice of som fot. te 
acmit to dealings on the i : securitics 
of c class not previovsiy st £2 C1). the 
Exchange kas Imowledge the iis tribution icf 
such securitics is in pres ox (2) when cue 
eecurities heve been underwritten and pudliciy 
offered, until the Exchanye finds thet the under- 
writing syndicate or caiting groug has beon terminate 


An exception to these setcisd practice however 
be made when the new sceurity ic the of a 
sobseription rijsht which has been offe¢ 

of a listed lela li 


21. Does the exchange egeee (withouc waiving any constitue 
- ghonal right or any right to contest the validity of 
any rule or seyulation) to cozpiy, and to enforea so 
far as is within its powers cownidance by its meupers, 
with the provisions ef Title I of tha Securities cuchange 
Act of 1934 ond any emendsent thereto end any rule or 
regulation mads or to bo made thercunder? 


Tho Now Youk Steck Exchange heroby asrecs, 
upon the express understanding that cuch 
agreement shall not bw couserusd as a waiver 
.0f any constitutional right of the Excharz> 
or any member thercol co contest tia valiuity 
of eny provisions of tha Securities Act of 
1934 or of any rulo or reyuiction cava pure 
guant thercto, to comoly and to enrore2 so far 
ee within its powers compiisnss Ly its manoars 
with the provisions of Title I of the Securicics 
Exchanje Act of 1934 and any acencwcat thereto 
end any rulo or reygulution waic or co bo mace 
thoreunder. 
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PLAINTIPYS" EXHIBIT 79 IN EVIDENCE 

hg ¢ ee '@) O 00577 ; 
. | New YorRK STOCK EXCHANGE 

} ELCVeN WALL StTeecr Fie f 


i New Yorn,N.Y. 10005 


Hy MOOCUt & HEH Ow . : 
© Et OOF ow be mt 
i 

Qome. te 


} Pome eee it wh icmi tues March 18, 968 ‘ 


CF Ee (34 anes 
i McDonnell & Co. Incerporated ie { lay 
120 Broadway ae et ge lit 


New York, N.Y. 10005 ; ‘ 


Attention: te. T. Murray MeDonnell. Pres. ‘ 


+ AA ke ee os: 


Gentlemen: 


The financial quest 
by Lybrand Ross Bros & Mont 
brought to my attention. if 


onnaire completed for your firm in 
pila 
Nat te 


et i 
g ery aS of October 26, 1967 has jus 


Despite the length of time taken by your accountants to co 


+ 


this questionnaire, I note that there are still very substantial £ 

reported for securities failed to deliver and receive from unidensisi 
brokers, unidencified transfers and other unloceted securities ciffer- 
ences, end error accounts. Such figures unresolved for such 2° long 

period of time indicate a serious lack of control of your firm's 

business arising from its bookkeeping. i : 


I also note a memorandum in our files of a visit by Mr. McKay 


end your auditors here on December 26, 1967 requested by us because of 
the late filing. At that time we understood that McDonnell was planning er 
ypen two new offices. However, Mr. McKay was told that unless 2 mexbe 
organization was able to process its work on a current basis its business 
; should be reduced, not expanded. As we have not received any additional 
iis 


. advice to Mr. McKay. However, we would like more complete assurance on 
the progress which your firm is waking in improving its record-keeping 
end steps which you are taking to contain the volume of your business 


“Also, I have noted that you are planning a change in computer 
equipmence during the spring. Our experience is that firms approaching 
@ conversion should make sure that their records are in excellent order 
maneee the conversion begins. 


All of these matters lead us to believe that McDonnell & Co. 
should seriously reappraise whether additional steps should be taken 
ac present co limit new business and improve records. Would you please 
. Fy ’ ' i . 

bred Yoh — ' ta 59 sid ’ 
din o—_— OWN YOUR Shame OF AMEPICAN BUSINESS 


| 
} 
4 
{ 
\ 
| 
| applications for new offices we zessume that your firm followed thi 


, . . ¢ 
-— * 
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"—~ s 68 eo PE emes Smee 


A Oe © ket SD a oo, 


NP ok 8 oe ge 


: ibis. Se a a 00578 
ye = 6 ee e) ©) 
, New Yorn Siock Excnance oF Pace No 2 
‘ 
arrange a meeting with Mr. W. E. Jones to give us a more complete ' 
picture of what you are doing toward both objectives. As preparation 
9 for this mceting please complete the enclosed questionnaire, and also 
i prepare a list of people thom you have in preperation for registration 
me or whom you have made coz=mitments to hire as registered representatives. ; 
\ 
ff Pending this meeting, the Exchange will not approv my new 
Le branch offices, and will rest trict approval of registered representa- ; 
# tives to those for when applications are now on hand. Mean time, also, 
if your firm should nor cake = yy further plans or commitments of any kind : 
which would increase your business. 


mae 9 yours, 


aa . pr é: op 


= 
 N 
é 
Ls Se ee ee me 


; 
we ; i 
{ ; ; 
* ! = 
ral ' 
@ - 
“ i : \ 
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LAINTIFFPS' EXHIBIT 72 IN EVIDENCE 
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O: Mr. G. H, Newman Gf 3/4 


FROM: R. A. Greves 


SUBJECT: McDonnell & Con. Ines 
/- 


We have had numerous communicati 


st wit 
subject corporation in the past concerning Arbitrage 
transactions which include rights. 


In their most re 
they disegree with the tre 
Recognition Equipmenc. 


In the analysis the examiner reported that arbitrage 
treatment was not ellowed on the 2,334 shares of Recognition 
Equipment valued et proceeds of $194,091 resulting from the 
sale of same, The securities were suid on a "regular wey" 
basis settling subsecuent to the cuestionnaire date. The 
examiner further states that procceds of sale are not 
allowed as a credit item until settlement date on "regular 
way" sale transactions. 


McDonnell & Co., Inc. states that the above should 
be considered as a validc- arbitragce position not sudject to 
@ 


enalty and gives their reasons as follows: 
< o 


“in our position es rights specialist on the Exchenge, 
in order to maintain a viable market, we must trade in all 
securities related to rignts, Recognition Equipment Rts. were 
exercisable for Recognition Equipment Units which were, in 
turn, exchangeable into Corporation "S' common and Recognition 
Equipment Common. While the Units Recognition Equioment and 
Corporation "S'' comnon traded on a "when issued" basis, 


Recognition Eauloment common did not. Thus, while our books 
indicate 2 long position of 2,334 shares of Reconnition 
Equipment commc i, no exposure existed on these snares 
as they had been sold regular way, the only trading market 
which existed, 


We maintain that arbitrasged positions should be 
valued for capital purposes on a trade date basis, althourh 
this is not in accordance with Rule 325(e)(1)(C)(7). The 
same circumstances arose in connection with our questionnaire 
of March 3iet, 1966. We refer you to our letger addressed to 
Mr. Edward F. telson, dated June 13th, 1966, ayd his letters 


of June 9th and June 2lsc, 1966. 


errr de anaes 


oa June 27th, 


ae 
a 
~ 


PLAINTIFFS ' EXHIBIT /2. IN EVIDENCE 


As a result of these letters, we met at the Exchange 
with Messrs. ‘laterbury, Meentemeier, Jones and Nelson, our 
firm being represented by the writer, Mr. Owen W. Jaeger, 
Mr. James Laheney, and by our auditors, Lybrand, Ross Bros, ; 
& Montgomery, Mr. Alvin J. Meatzel, ; 
. | 
There was recognition of the logic of our position i 
by the Exchange representatives, but the problem was the | 
provision of Rule 325 above cited. The matter was taken 
under advisement, and was in abeyance. ’ 


In an exemi 


ination subsecuent to our response to a 
questionnaire as of June 2 96 


9, 1967. your examiner, Me. 3. A. : 
Levonas, commented on a similar situation relcted to ‘ 
Continental Oil Co. stock, pointing out that a comautation in \ 
accordcence with the provision of Rule 325 above cited, our ! 
capital ratio would have been 2121%, but that, allowing the ' 
position. as arbitraced, our capital ratio was 1670%. Ho ever, 
in the accompanying letter Signed by Mr. Greves, no comment ; 
was made, : 
We would like to resolve this problem if possible | 
since the less favorable interpretation could materially : 
affect our function as rights specialist and will be happy ; 
t to meet with you at your convenience," " 


Attached is certain related material taken fron 
the Q-file. . 


In view of MeDonnell's request that we resolve 
this problem, I would appreciate your advising .ow to 


a proceed, 
‘ 
| : 
t oy CG “1 
’ COL ae Ce 7 ON 
VAS. \ st he he 
i Richard A, Greves, 
> 
: j 
7 
} 
- 
4 
. Osi 4 
‘ { 
en : 


PLAINTIFFS' EXHIBIT 96a IN EVIDENCE 
(PLAINTIFF EXHIBIT 96 =— Retyped] 
9/4/68 
Hank: 


Once again we state that the treatment 
accorded these positions are in agreement with Rule 325 
and frankly I don't see why we should attempt to change 
the rule because of McDonnell's activities in rights. 
Other brokers have the same situation, i.e. they are 
long various securities at any given date which have 
been sold regular way and are uncleared and we give 
the same prescribed treatment. 

If McD's activities in this area are so large 
that it is necessary to get special treatment to meet 
capital requrements then I think they need more capital 


in their business. 


f*s/ UE.W. 


i ah = iabae af Setiue decouatat Mewi sf 20) f? BSR COASRS OBO fen 


E-8 


PLAINTIFFS’ EXHIBIT 33a IN EVIDENCE 


_ * : fOriginal) 
73 Pm 
Pe, fa 
04202 
Q 
oAl i F 


fy Vi By wv 
[il frorne.: Doe. 


2 — ERS oe oe Sogn 
a 


shis|i¢ - # estrictians letter , | vy 
Ne. Bue M KBs excut whee 
Git heat ren avg Re Beal, +e ! 
Ne. pie 4S nome: at as kirk 
4Lis- pee ore A Di inereese peti lass. 


See ee LL et CT NE A CC 


TE, y =i NV; Pronlins ae R Rs oem re: ae Li 


y e ° as 
* / -t f ways M Et oa RRs YlPe Tdasl yw Ciirniwi 
eee De 
me" proven TIM 1s EF ANY KUO eat ae 
ab pA Gi Pati aicyry 


* | df eo. ‘3 Fron acct res Prvetisng = ; 
; peduice dilut. « an deaer bois peck éappatorne, 
ae De Fraud e oF - 5 


a“ 


* Yi /* & = Fiew. Fee m revect of Sy rtemns oH 
- po graze ih reselving pe: ee cas 
“) Fear Bech, Bihaves— 290 off (tems - 
449 door eS, eae 


) er Coe ks ff F s 


? , 
oe. wee | es Phas ~ oO mw Os 


ee re ee re en men 


= -” / 
©) +. Cause +L Cr Eee ieege ger 


2 onei's, in 7 hugs Aisicel P wk: fe ee Log s 


' 


| | 
4 Currier | &§ 
| ry of Dearpuerse puk a I geek aa Le } a 
| 
{ 


4 4ts)vtA es Fi at 


E-9 


PLAINTIFFS' EXHIBIT 33a IN 
‘ {Original} 


tm 


tT'T ENCE 
v IDEN in 


os glx 
J sig Di: gcdande * , & sie [OM TO F | 


{ 


i ee 8 ! . 
letter ibhe ~ ad . omy e § . 
Y/2 ft & ‘ 4 


| ’ 
ves dei ctions ° f 
| as hehe Res re Om Lae a Gs pe sree d _ | 
eb hd he high 

{ 


A) Until beekhs  elesret op! | 
>) Supflame Hu 4 vegeort | 


&) Ave yates r-) £ Correct sn | 
as 
bers prt ch tr A Ca : : aA 
b) cca fovee Wai peck boss denal ties 3 
2 c) ve gi yidiwt or lew on 
| C lewest “y q “7 ii 


ot) regress ahd problems a ine, 


eR ; &) Rest froas might be 1h vies fr a 
| | t your F-) tions Le ere B ov yr0G ress op”) 


| 
\ 
i 
| 
j 
F ‘ Pe tL - ye is BS re od 
Sfivfi* +e Fivin o2trer . P 9 7 | 
Evrer eet _ 193 itteos vs. 3790 | 
a ats. ~ S54 - we GO | 
A : 
ha Fe. eee | #1917, 028 : = 
| Sus Acete - 2 ont of amet — baa week. i | 
ou" : f 
Dy yi to. fe — BAM SS (ftw being ON SS : , - 
Pe ene if SEC . 
semen Yr gS F | 


Aeeasate a eS a ae 


aN pM oie Li ade ee 


corer Le tel 


PLAINTIFFS '. EXHIBIT 33a IN EVIDENCE 
‘ [Original] 


01204 
m- { 5 | 


S/iofit » Fro pelle - Contre. 
+ QO wll fue 20 mp lobe eee Slr cael! 
| Re Ril aja of gtefec | 
pu fivet Gent ng Aang ‘ix el cet. 2 weel 


/ : 
oe Ad ed pest Ll oof Pes [4 


i 

| 

aa cae ee | 
= SIE on F l, date precass-n9 6. pot. 


x y cfayet os we Gre still ven fh Our pibsarl 
= Ksehing 


: e/i3x/ce - Fure letter - propreec report 

| EAD eee eae Bak So PR Ve ee, 250 
i phsii . Sarai, ag ee A: f. — Mone 5 US eon Oe LGo 
oie tha hts pia. Rule 3 Tage) PP. 
oa ; a 204, 0// FR 


, Sus, Aects -_ 3 out ot ae Cure. - 
; 19570 leas 

‘* A = ee regia __ Ohe Feminine has 23, teens "9 dun thaw! or ' 
i 


. 3 { F i :. | | | Pus. sy an din Facies oo ieee £ 


| Some Pen Cots — + div. wuts 


Wt F a eenenneans © Senos wr. 
: i i” Bes 


61205 


yn /re a Pew heft aw _— ’ 
A. Evrev Act 2a lf tions 42 ¥4 


e £.7 Ae =. Ms Te es | 
hes” been sande * ee 1 oe of (eb he Z/27__¢ Con he $0 com on 


e Oe. Fucls - 4c 9,000 vs TZee ort oa! 
Leo, evo =+VS,; F207 TO? pe. 


27 ‘tins 19,516 Short 
& Pividsmd s — Keo such s tine bad (mepros lamin!” 


_ an ms nis 6 endian memset 
- tate satin: eee 
Oe ome « 


river ” Feven let te- ~ So0- prrgesv roe 
D. Erne fect. ~ Cuvesnt 

aH , BSR att. - —eanpledt cont gah 
wolfe 1 phat rx baent di flecraase. ~ owt 
pomt3l Count wn h-[ prenas gt , 
£04. Reb - WY IO vs 408 ove ren 
23530 us 2lgen de/ 
Paice E. Sus. Act ~ Vberwadorting Otet = Fil shear 

F. Div idielt ean te he. Jeb linn, 


ny 


Saas eR 


ENE A REN a enn mr ee 


i BEe FeVE ESE Pescpess sei om 


ee eS nn Wee Mee nee ar eT. 


. 1 
aay ase eee) al ae 

how GAL LAss pacts bel, Pea” Wwe ww if Pai fickle I | 

Oe ee A A LO ALLS LOE - -_ ; 


fi ; 
op eetomrve o ie Sg dal Sos ae (a4 Leet 2 peer tits | 
So : Be! Scitech 2 


i 
| 
bef = £9,722 | 
as e.. Sus feet. ot + hens - 77037 shot 
; Se — F. Divs. Cort ees a pollen, 


pis Plas Cee 


pete Pe ed ge a. Ss (e. heh. > fre Complete Count. = i 
pont Pa esrhle unt (co thet — now oaks ALS 
_ honk + Aethle ual So ee 


ee Suee, Accrs — Same as last ied 
AIVai nee. amie s & prbloa 4 


ee en 


E-13 


be 
oe) 


EVIDENCE 


7 
N 


73a. 1) 


5 
~ 


HIBIT 


r 
> 


EX 


PLAINTIFFS ' 


0420° 


(Original) 


FIRM: 


Snay 


“pril 


22.83 Yt 


June 29,77 73 - . Meshal ec 
ite = opal apach Deen | dete Aa ce a 
August 


September 21,74}: 


6.6K (07 ANE BEY. 


: he 690 | 30.2 ear 1.9126. 
Novenber NOY 129.94 | 768L 2919.70) 2 7/| soe bs 0.21/94 143, 


October 


opigagtl T 99 |. 73-2 | 267 brelne bs alas, 
January f ee a ee ee 
february | | 
Mar h ' ’ 
re Ba | 5 ser .s Foren | ee oe ee i 


$2.7 Cet 


6 & 
oes ee tne rnco-astee~en 


ET Lee eee ee ee me or SO een ln dep ae Os Chae te < a 


01708 


Mate 


~ . 
K ‘ .v 
' “4 A a ae ate 
“J ag aa o> 


EVIDENCE 


' 

5 theme ob 
i 
-™ 
jae 
7 gue 
a 
“7 
24 
bes 
' 
Hy 
{ 
' 


2. BS ae ae i 3 “ > 
-, ee 5 ae 
onl —— re = TT 
2 N rasa: 
rH & ¢ gd. guiasyd 
= ng cal} eligi (a 
~ _ oo ® 
© ae ae +45 SP 
. 3 
2) “4 3 ae Nee | wm - 
9 eee AO he ee ee \ rt 
> 
oy x se St) ese i 
Ss > Aw 3 as 


iO sph 
[Original] 


E-15 


PLAINTIFFS' EXHIBIT 33a IN EVIDENCE 
[Retype] 
" 

33A XD 
01202 
10/25/68 

McDonnell & Co. 

3/18/68 - Restrictions letter 


4/2/68 


4/5/68 


4/17/68 


See 


' 


l Rat! Las Pty 


a) 


b) 


c) 


e) 


No. B.U. - No RRS except where 
applications are in hand 


No. plans or commitments of any kind 
that would increase business. 


No transfers of RRS from other firms 
No new RRS except those in training 


Re- comms emer €8—-0f—any-nene—-whtren-—weutd 
tearnd~6-sReFeQbe-PHStReAs 
Firm initiated restrictions - 


reduce advt. - underwriting participations, 
firm trading 


Firm letter - report of systems and 

progress in resolving differences 
Error Acct. Balances - 390 old items - 

40 days to resolve 

690 S.R. diff. - 30 days 

Then Current & DK Fails - 18 days to get 

current 


4 Suspense Accts - 1 acct - 32 
2 accts. in 9 cays and 1 acct, in 20 days. 


NS 
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PLAINTIFFS' EXHIBIT 33a IN EVIDENCE 
[Retype] 


01203 
£) Dividends - no projection. 
letter aiso requested lifting of 
‘ restrictions of 4/2/68 . 
4/19/68 - Restrictions lifted. - conditioned - 
A) Until backlog cleared up: 
1) Supplementary report > 


a) Are rates of correction 
being maintained? 


b) Are any new backlogs 
developing? 


cc) Has dividend ever been 
cleared up? 


ad) Progress and problems in 
conversion. 


2s B) “Restric ms might be reimposed 
if your operations fal. behind or progress on 
resolving your backlog diminishes." 
5/10/68 = Firm letter. - progress report. 
Error Acct - 193 items vs. 390 
S.R. difs. - 259 2 vs. 690 
D.K. Fails - $407,390 vs. $1,917,028 


Sus. Accts. - 2 out of 4 current - 
1 next week. 


Dividends ~ new systems being developed. 


&, 
2 
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PLAINTIFFS" EXHIBIT 33a IN EVIDENCE 
[Retype] 


01204 
b i om Get 


5/10/68 - Firm letter - continued. 
° Will have complete count 5/18 weekend . 
° Plan full operation of 360/40 
on first accounting day in June - 


2 week 
postponed from May 


May postpone to Juiy 
Current on daily data processing output. 


6/28/68 - “we are still current in our record 
keeping 


6/13/68 - Firm letter - progress report 


Error Acct. - 89 vs. 193 vs. 390 


S.R. diffs - $287,803 FD 
304,011 FR 
Sus. Accts - 3 out of four current. - 


one remaining has 
19,270 iong 
23 items 9,940 short 
Divs. - further deterioration. 


Random counts - and div. counts. 
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ih PLAINTIFFS' EXHIBIT 33a_IN EVIDENCE 
[Retype] 


7/16/68 ~- Firm letter - 


A. Error Act - 14 items left 


B. S.R. diff - None but no count 
has been made. - planned after 7/27 con- 
version 


‘ C. D.K. Fails - $169,000 vs. $304,011 del 
Mey j $260,000 vs. $287,803 rec 


s 


ey 


E. Sus. Accts. - 3 out of 4 - 


on 19,264 long 
: 27 items 19,516 short 


F. Dividends = no substantial improvement. 
“ 8/14/68 Firm letter ~- SOQ - progress report 


A. Error Acct. - Current. 


My, B. S.R. diff. - No complete count yet 
os thus no know differences - cannot promise 


count until converted. - 


Cc. D.K. Fails - §$ vs. $169,000 rec. 


$ 23,930 vs. 260,000 del. 


soe 0 lion 
E. Sus. Accts - remaining acct. - 9,610 short 


yo 


ie F. Dividends - continues to be problem 
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PLAINTIFFS' EXHIBIT 33a IN EVIDENCE 
[Retype] 


Vv. 
9/16/68 Firm letter 


Error Acct. - current 


S.R. diff. - no complete count. Now 


appears unlikely that we will be able to 
operate new system for at 
ee eae ern 


least 2 months 


D.K. Fails Rec. - $187,190 


nt ee me ent ay 


Del - 19,723 
Sus. Acct. - 4 items - $7,037 short. 


Divs. continues a problem. 


10/14/68 Firm letter. 


Error Acct. - current. 


S.R. diff. - no complete count.- 
none feasible until converted - 


now looks like 11/30 
D.K. fails - $ 80,496 ded rec. 
112,699 del. 


Sus. Aects - same as last month 


Dividends - still a problem. 
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PLAINTIFFS' EXHIBIT 34a IN EVIDENCE 
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“ PLAINTIFFS ' EXHIBIT 35a IN EVIDENCE 
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ee ee 


_.Re: McDonnell & Co. Incorporated 2 ete, Rete 


ae -- aed am told that McDonnell &.Co. has. lost -several. V2. Ss. G- oh wales 
wx” ‘ gince the death of Sean McDonnell... 2.8 6. oe ei ee ee oe ee 
_ .. Im addition, McKay is in_poor health and the sax they-hired vies ale 
to relieve him has left the. firm._.Their operations.and:control oe ee 
_ therefore said to be_declining rapidly. 


_. Please give me a report on how latest information. we have... _.. 


_ looks_ in_comparison with period in_which we restricted_them.. _ ._._.. _. 
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PLAINTIFFS' EXHIBIT 35a IN EVIDENCE 
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PLAINTIFFS' EXHIBIT 35a IN EVIDENCE 
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FOR IDENTIFICATION 


SECURITIES AND EXCHANGE COMMISSION 
WASHINGTOK. D.C. 20549 


9cf 
Dec 9 piste 8) 
THE CHAIANAN 


Dear Mr. Raack: 


On behalf of the Comiss: c ; you for appesring 
Noveaber 4 to discuss the back-office probiczn. We apprecicte h 
views on the current of the probdica cad being brought up- 

with respect to the varicus messures which have been taken. We have received 
John Cunninghan's letter and find it uost helpfu:. 


the problem and the potens 

We recognize that the Exchanze has been in the forefront 

impressive number of relict measures ang that more tine 

evaluate their impact fully. However, up to now there has not becn suoStan- 
tial improvement. Indeed, we are most concerned that conditions msy be 
deteriorating. We mow you agree with us that every effort must be made to 
prevent further aggravation of the various probleas and to bring about their 
early resolution. 


While the back-office problems tay be operational to = large extent, and thus 
the respoasibility of the Excnuange ond its members, they nevertholess raise 
very real questions tiat g0 beyond the efficiency of office procedures, As 
the brokerage comsunity mows, 2 broker-dealer is chargesble with violaticas 
of applicable anti-Zraud provisions iz he does not have the personnel and 
facilitics to enable him to prezmptly cxecute and consummate all of his secuzi- 
ties transactions. Certainly, if this responsibility comes within the cnti- 
fraud provisions, it would also foil within the Business Concuct Rules of 

the statutory self-regulatory authorities. According to the present level 

ef customer complaints, a large numer £ your member firms may not be meeting 
their responsibilitics under those stendards. We hope, as you co, that cub- 
stantial progress wiil be achieved in the near future, so that the Comaicsion 
will not have to uncertcke such additional steps as are necessory to protcct 
the interest of public investozs. Anozg the macters thich bave been presented 
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7, Haack 


substantial potential for improving 
ures which could be adopted promptiy by 


nt of 
pessonnel t 
member ¢irns, 
assistance. 


Imp loy=e 
nme 
< 
< 


oo 
9 Ho 


ty 
tract 


difficulties 
to customcrs 
transactions. 


» Oo 
Q 


Firm applicatioa of the Exchange's net capital rules 
2 " 


(with all applicable charges), anc "buy-in" zules. 
Adoption of appropriate ctandardes to evaluate enters! 
eapodility toc = end coastzsate customers’ securi- 
ties transactions pro=ptly. 


Assusption of an active role in the development of 
over-the-commter cleatanacc facilities, including the 
renécring of appropriate technical and financicl 
assictance. 


We found the statistical data preseated by Mr. Cunninghsn inforastive ane 
would appreciate it if you would send us the following infomation om @ con- 
tinuing basis: 


(1) Monthiy fails figures of your members, 
(2) Weekly fails figures for the 54 firm sample, 


(3) Sumnarics of recomendations of the ad hoc industry 
advisory co=msittes, and 


(4) The names of all firms on restrictions, the nature of 
the restrictions, problems giving rise to the ismosi- 
tion of the restrictions, and 2 Gesignation of those 
firms which you regarde es being "“eritical" aad the 
reasons thercfor. 
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Mr. Robert W. Heacl: 
Page Tnree 
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ith December, end that, subject to cev 
would discontinue the Uccnescny 


We note that your 
closinss would be 
ments during December, 

in January with tradins 10:CO a.m. 

time. We would sppreci smlici¢c statement of the rcasoas 
(1) to discontinue the : i 

be resencd, for sclecting tne 

the probleaas created for brok 

due to the time diczicrential. 
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the taking of <1] necesss 
place and the crability 
you see the preble ia 


Sincerely, 
7 y 


; ‘ 
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\L Manuel F. Cobea 
Chairman 
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PLAINTIFFS ' EXHIBIT 38 IN EVIDENCE 
SE tN EVIDENCE 


January 9, 1969 


McDonnell & Comoany 
a_i Combany 


Re: Financial Questionnaire 

Talked’ 
financial 
uary i> 


2 


t the firm's resular 

31, 1968 due on Jan- 
< According 

the audit comp] i ¢ being pulled tosethe 

about to becin. I iditors have indicated th 

Port should be i Tuesday and deliver 

Wednesday. 


pat 


10.0 -A, 


® OV ¢ 


09 


McKay was informed that we will not grant an 
sion for typing anc, therefore, the firn would be 
in filing the report. I discussed the content of 
with McKay end it appears that the firm will be in 
of the capital rule after all shore 
to capital. ke felt that were incorrectly 
charging «cated “hat they have had dis- 
cussions with the auditors about tnese items, 


McKay indiceted that the recent1 filet documents 
4n additional $j million in capital and ere further negotiating 
with an institution for more subordinate funds, McKay was 
informed that we will discuss their report after it has been 
analyzed and we will set the date Shortly after the report 
is filed, 
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ce: Mesers. Saul, Folton, Walker, Poser, Sever 


Sef, oe 


| 
| - O'Neill and Armstrong J 


120 Broadway 
New York, N.Y.10905 


Rector 2-7600 


Aiemibers of 

Rew Vouk Sow k trachange 
American Singh facta 

aad other loading 

Ste a exchanges 


January 16, 


Mis. H. Vernon 
American Stock 
8G Trinity Fl: 
New York, New 


Dear xr, ioe: 


We : by our auditors, Lybrand, 
Bros. & Montgomery, th as a result of our annual 
as of Ozstober LSs “6 Bre uncer capital resui 
as computed in jance with huie S25 of the New 
Stock [Exchange 


re 


This audit was completed on Xonday, 
1969, and a copy of the report is being sent Peat 


you by our 2uditors today, on which.date it was fin 
availzble in written forn. 


We have already reported this fact to the New 
York Stock Exchange and are meeting with them next week 
at their convenience te discuss this matter. 


We would point out that our capital ratio prior 
to the deduction of charges for short stock record differ- 
ences, customer unsecured debits and short positions and 
short dividends was approximately 1500% as of the date of 
the audit. 


} 


+b ab hae thal economies 


Very truly yours, 


McLUNNELL & CO. INCORPORATED 


2 ee ATs ba 


Thomas A. Mckay 
Senior Vice President 
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{ Jenvary 16, advising this 
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[Retype] 


January 20, 1969 


Mr. Thomas A. McKay 
Senior Vice President 
McDonnell & Co. 

120 Broadway 

New York, N. Y¥. 10005 


Dear Mr. McKay: 


This will acknowledge your letter of January 16, 

advising this Exchange of the capital position of 
your corporation, under Rule 325 of the New York 

Stock Exchange. 


Your advising the Exchange of the situation is 
appreciated, and we would appreciate further your 
notifying the Exchange of future developments as 
they occur. 


Sincerely yours, 


HVL: pb 


ee: 
Messrs. Saul, Kolton, Walker, 
Poser, Severud 


PLF EXHIBIT 139 

for identification 
9/18, 1973 

Jack Finz, Reporter 
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EStAm He D 15" (ne rcoemwio 
Rector 2-7600 


Members of 

New York Stock Exchance 

° American Stock Exchante | 27! 
and other leading 


stock exchanges 


January 21, 1969 


Mr. H. Vernon Lee, Jr. 
Vice President 
American Stock [xchange 


8G Trinity Place 
New York, Kew York 10006 


lee: 


Dear hir. 

We wish to acknowledge your letter of 
January 2¢ 969, regarding the capital position 
of ticDonneil & Co. Incorporated. 


We will notify the Exchange of any 
future developments regarding this matter. 


a ee te 


Very truly yours, 
McDONNELL & CO. INCORPORATID 


r ee Le t/ %, 


Thomas A. McKay 
Senior Vice President 
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PLAINTIFFS’ EXHIBIT 39 IN EVIDENCE 
[Original] l 
om] . 


F 01724 


A3d 


January 28, 1969 


MeDonnell & Company 


A preliminary review of the examiner's analysis of 
MeDonnell's financial questionnaire showed the following: 
Aggregate Indebtedness - $114,516 ,000 
Required Net Capital - $5,725,000 
Net Canita] Afrer Charging Short Differences - 
* $2,869,000, . fate ratio 3992% 
Proprietary Position - $18,736,000 
Net Capital Wihout Charging Short piftferences - 
$4,215,000, capital ratio 27172 
Long Values - $9,252,000 ff 
Short Differences - $1,345,000 - ©4*9° 
Net Capital Deficit - $2,856,648 


It was determined that when the examiners complete 
their analysis and "white sheet" the report a meeting 
with Thomas McKay and other pertinent partners would be 
held with GHN to make certain additional capital was 
being obtained to put the firm on a sound footing. 


HK. E. Schuette 
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[Retype] 


January 28, 1969 


McDonnell & Company 


A preliminary review of the examiner's analysis of 
McDonnell's financial questionnaire showed the following: 

Aggregate Indebtedness - $114,516,000 

Required Net Capital - $5,725,000 

Net Capital After Charging Short Differences - 
$2,869,000, capital ratio 3992% 

Proprietary Position - $18,736,000 

Net Capital Without Charging Short Differences - 
$4,215,000, capital ratio 2717% 

Long Values - $9,252,000 

Short Differences - $1,345,000 - charged 

Net Capital Deficit - $2,856,648 


It was determined that when the examiners complete 
their analysis and "white sheet" the report a meeting 
with Thomas McKay and other pertinent partners would be 
held with GHN to make certain additional capital was 
being obtained to put the firm on a sound footing. 


H. E. Schuette 
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PLAINTIFFS EXHIBIT 40 IN EVIDENCE 01741 
[Retype] 


Mc Donnell & Co. 


Messrs. Thomas A. Mc Kay, Owen W. Jaeger and David Rowe, 
of Mc Donnell & Co. met today with George Beliakow, Edward 
Carley, Herb Schuette, Robert Spies and Peter Nalewaik, to 
discuss Mc Donnell & Co.'s capital position. 


At the commencement of the meeting, Mr. Robert M. Bishop 
briefly stated that the Exchange would require that the firm's 
capital ratio be no greater than 2000% by the end of this week, 
1,500% a week thereafter and 1,500%, deducting shorts from net 
capital, within one month. 


Mr. Mc Kay stated that although Mc Donnell & Co. was 
having difficulties adhering to the Exchange's capital 
requirements, the firm was in no financial difficulty. 


Discussion then covered discrepancies between the auditor's 
computation of the firm's net capital and the Exchange's compu-~ 
tations. Various charges against capital were considered. 


After resolution of the treatment of these differences 
and charges, it was agreed that the firm would submit amended 
answers to the Speetai Financial Questionnaire, signed by both 
officers of the firm and the firm's independent accountants. 


It was further agreed that the firm would obtain new 
capital, in erder to comply with Exchange requirements as 
stated by Mr. Bishop, as follows: 


$500,000 by 3 P.M. Friday January 31; $2,083,000 
approximately one week thereafter; and either $300,000 or a 
corresponding reduction in $1,000,000 in outstanding shorts 
within one month. These figures are approximate. 


Subsequently, today, the firm informed the Exchange 
that they would have $1,500,000 new capital by Friday, 
January 31, 1969, to be placed in three already existing 
subordinated accounts. They further informed the Exchange 
that they would have an additional $1,000,000 in new capital 
by February 20, 1969. 


Peter A. Nalewaik 
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NYSE EXHIBIT ) IN EVIDENCE 


120 Broadway 


New York, N.Y.10005 


Rector 2-2500 


Members of 


New York Stock Exchange 


American Stock Exchange 


and other leading 


March 11, 1969 


New York Stock Exchange 
11 Wali Street 
New York, New York 


Attention: “Mr. Robert A. SF 
Deprartment of } 


Gentlemen: 


We enclose our estimated capital position as of 
March 3, 1969, in accordance with our agreement to furnish 
you with a weekly capital computation. 


While the matter of the subordinated account of 
Manufacturers Hanover Trust Company and krs. hiarjorie F. 
McDonnell, as Trustees, is a dead issue, we continue to 
show the alternate computation including additional capi- 
tal of $1,075,000.00 as it is our intention to repiace 
that capital or to reduce our ration to below 1500%. 


Stock eachanges 


The enclosed computation does not include fe 


$600,000.00 of temporary capital deposited on March 10, 
1969, in the subordinated account of T. biurray hicDonnell, 
with the approval of tir. Herbert Schuette, nor the receipt 
to date of $237,000.00 of capital from sale of additional 
McDonnell & Co. Incorporated stock, nor further decrease 

in capital penalties, nor $113,000.00 of additional capi- 
tal to be realized from the sale of additional McDonnell & 
Co. Incorporated stock for which payment is expected momen- 
tarily. : 


As necessary, all of the above matters have been 


processed routinely with the proper persons at the New York 
Stock Exchange. 


. Very truly yours, 
A/ ys E McDONNELL & CQ. INCORPORATED 
is | a 
Bi isis tn. i 
— ‘ ? * . 
n=l ‘i ret Thomas A. McKay } 


Senior Vice President 


TAM/mb 
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McDONNELL & CO., INCORPORATED 


ESTIMATED CAPITAL POSITION (a) 
MARCH 3, 1969 


(b) 
Aggregate indebtedness $120,000 ,000 


Net capital $ 6 348,000 


Capital ratio 890% 


Market value of proprietory securities 


including $4,570,000 arbitraged positions $ 29,351, 600 $ 30,887 ,000 


‘Net Worth (d) $ 17,140 000 $ 16,676,900 


Does not include provision for short security differences 

Does not include subordinated account received February 20, 1969 with 
marketable security in amount of $1,536,000 with net capital value of 
$1,075,000. 


Includes subordinated account. 


After deducting a reserve for contingencies of $1,500,000 less taxes. 
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McDonnell & Co. 


The firm's response to the regular financial questionnaire 

(as of 10/26/67), received by the Exchange in February, 1968, dis- | 
cloased substantial figures for securities failed to receive and | 
j 

| 


deliver from and to unidentified brokers, unidentified transfers 
and other unlocated securities differences, and error accounts. 
The figures hed remained unresolved for long periods of time. 
Because of these aifficulties, on March 18, 1968 the Exchange | 
place/McDonnell & Co. on restriction. aa 


The firm had made plans to convert from its NCR system 
to an IBM 360-40 sometime in May or June of 1968. 


On April 2, 1968, the Exchange required a written plan 
for resolution of the firm's operations problems. 


McDonnell's reply was received by the Exchange on 
April 18, 1965 outlining the firm's program for solving its 
operations difficulties in the following areas: Branch Offices 
(new order procedures to eliminate account number and type 
errors); Order Room and P & § departments (increase number vf 
personnel and create trouble shooting staff, creation of trade 
correction group); Stock Record (four man staff to balance S/R 
daily); Cage (creation of "€ail control group” of five men). 
The firm reported progress in the folliwng areas: Error account 
balances (40 days to clear up); Stock record differences (to be 
cleared up in 30 days); non-curr nt and DK fails (net clear up / 
of 39 items per day - to be cleared up in 18 days)' Customer \~, te 
Accounts (Current); Suspense Accounts (four accounts nee is | 
20 days); Dividends (no time projection for becoming current buts 
seven new employees in training to assist staff). The firm re- 
quested removal of restrictions which, basei on this letter, were | 
removed on April 19, 1968. However, the firm was to report on 
a monthly basis, its progress in resolving old items, any new 
back logs that might have developed and its progress and problems 
in conversion. 


fo 
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. The Exchange received the first progress report on May 10, 
1968, which report showed: (1) “significant reduction in errors, 
differences and suspense items", (2) 50% reduction in stock 
record differences (3) sharp reduction in Dk fails to deliver 
(4) customer accounts current, (5) three of four suspense accounts 
current, (6) dividends still a problem. The letter further 
stated that the initiation of the IBM system would be delayed 
until June, due to late delivery of equipment. The firm reported 


that a comp’ 2te securities count was scheduled for June 18, 1968.- 
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my 
cow YORK STOCK EXCHANGE 
MEMORANDUN 


beet 9, 125° 


veer, JR. 
 paanell & Ce. 
See ae 


-ropare Letter fer ay signatere to ielea:ell, 
s I want to edd to those you enc Anuy 


Details of which applications lave been couvertec 
to new syste. 
Details of cpplications to be convertec inelucins: 
Target cates 
Present extent cf oregrac-inz & testing 
Details of conversion technijze 
Conversion chee list (if ery) 
Alternate plan in case of cclay, etc. 


Whet cen be done on an interim hacie to immrove 
Gaiiy operation in areas such As transfer posting. 
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April 10, 1969 


McDO:INELL & CC PANY 


Work Plan to Include: 


1) Reduction of short securities difference possibly. ocxi-csachly 
reporte. 

2) Reductioa of error accounts and clean up the accouct to make 
fe @ “truce error account. 

3) Clean up of divdend shorts. 

6) Clear cut unidentified items in reorganization accoun:. 

$) Plans to eliminate errors in customer accounts with cpecific 


emphasis on partly secured and unsecured customer eccounte. / 


6) Plans to strengthen supervision over margin ¢é4fircrnce. dip! 


7) Mutually sgreed reporticg of pregress of piess. 
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be 


T, Murray McDonnell 
McDonnell & Co., Ince 

120 Drosadwey 

Kew York, Kow York 10005 


Gentlemen: 


hfter reviewinz ox recent discussions, the viricus 
oreretiana rod #inaneial renartn from the simm o44 she resorts 
of the Exchanse enaminirs on their just eornlets- : 
feel it is essentisl turt ve be opt cb $2.65 
gress as it qoins surtker contzcl over if 
ly during ths remainder of the period cf Gyssn34 
To help us in this ove=view, we we ie ba Samm to surely 
us with a practical work plan eo2.ring Pe roe 
realistic schedules for cecomplic.:ing nese in th 
areas; 


2) 
@ elcenin: 
items not clearly “crroz." 

3) A reduction in the non-current divicend << 
gborts toth troney cnd ctoct. 

4) The clesa up of tia reerganization etecest ~ 
to eliminste the unicentified iters sos 
approprinte to ths iccount. 

$) The clisinstion of crrors in custocor ace 
counts with cmphesis on parcly seewed 
end unsecured accovc7ts. 

6) The strenstheninn of supervision over the 
margin dopartmenct. 


on yout 


ysl 
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With the inplertentation of a corks plan, the £ 
oly the cuehaagse wits sziieconthly pressess ron 
shtving the curront seonces of tie above dross. Th 
Sould else include th: resules of the exyele count 
eracsvess in tis resolutica of the ditfsrences. 


22 Sive us: 


1) dotails of these applications that 
‘ sandy beaa ceaverted. 
2). Tk soe of ti250 applications yet to 


progeccing 
and testins. 
Details of conversion technique. 
Conversion cusek list (if amy). 
Altornste plan in case of delay, 
etc. 

S23 woulZ Ltso Lfiie to kee wore can te csne on 2n ine 
trrin besis to imnrove daily opsraticns in creas, euch as 
the transfer posting. 

These 2r2 the topics that 1 discussed with Messrs. 
O'Ssten, Vevay and Jas32r yestcrisy. ho work plans cz 
te be procotly cevelesec and f=oloszated. it is also inae- 
portmmé test w2 qui kiss learn tha conversion details. In 
edaition, w2 trust that you arc continuins with your cfforts 
te szaise a: Ploese let us i:aow waea the 
Neeen Cop 
qussticnas o 


Sincerely, 
Fred J. Stock, Jr. 
Fred J. Stock, Jr. 


FJS: Asst. Vice President 
N=o3/at 


E-67 
NYSE EXHIBIT GG IN EVIDENCE 
[Retype] 
HREwW YORK 8T OCKR BRERA RG E 
MEMORANDUM 


April 9, 1969 


H. E. SCHUETTE 
F. Jd. STOCK, GR, 


McDonnell & Co. 


Please prepare letter for my signature to McDonnell, 
there are points I want to add to those you and Andy develop. 


1. Details of which applications have been converted 
to new system. 
2. Details of applications to be converted including: 
a) Target dates 
b) Present extent of programming & testing 
c) Details of conversion technique 
d) Conversion check list (if any) 
e) Alternate plan in case of delay, etc. 


What can be done on an interim basis to improve 
daily operation in areas such as transfer posting. 
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[Retype) 
April 


MCDONNELL & COMPANY 


Work Plan to Include: 


1) Reduction of short securities difference 
possibly semi-monthly reports. 
2) Reduction of error accounts and clean up the 
account to make it a “true" error account. 
3) Clean up of divdend [sic] shorts. 
4) Clear out unidentified items in reorganization 
account. 
5) Plans to eliminate errors in customer 
accounts with specific emphasis on partly 
secured and unsecured customer accounts. 
6) Plans to strengthen supervision over margin 
atéferenee. dept. 
7) Mutually agreed reporting of progress of plans. 
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April ll, 1969 


T. Murray McDonnell 
McDonnell & Co., Inc. 

120 Broadway 

New York, New York 10005 


Gentlemen: 


After reviewing our recent discussions, the various 
operations and financial reports from the firm and the reports 
of the Exchange examiners on their just completed visit, 
we feel it is essential that we be kept abreast of the 
firm's progress as it gains further control over its opera- 
tions, especially during the remainder of the period of its 
system conversion. To help us in this overview, we would 
like the firm to supply us with a practical work plan 
covering procedures and goals and realistic schedules for 
accomplishing these in the following ereas: 


1) A meaningful reduction in both short and 
long securities differences. 

2) A reduction in the error account 
reflecting a cleaning out and elimination 
of those items not clearly "error." 

A reduction in the non-current dividend 
shorts both money and stock. 

The clean up of the reorganization account 
to eliminate the unidentified items not 
appropriate to the account. 

The elimination of errors in customer 
accounts with emphasis on partly secured 
and unsecured accounts. 

The strengthening of supervision over the 
margin department. 
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With the implementation of a work plan, the firm should 
supply the Exchange with semi-monthly progress reports 
showing the current status of the above areas. The report 
should also include the results of the cycle counts and 
progress in the resolution of the differences. 


In addition to being regularly informed on the firm's 
efforts to clean up some of its major records deficiencies, 
we or course, would like to be made more fully aware of var- 
ious aspects of the 360 conversion. Please give us: 


1) The details of those applications that 
have already been converted. 
2) The details of those applications yet to 
be converted including: 
a. Target dates. 
Current status of programming 
and testing. 
Details of conversion technique. 
Conversion check list (if any). 
Alternate plan in case of delay, 
etc. 


We would also like to know what can be done on an in- 
terim basis to improve daily operations in areas, such as 
the transfer posting. 


These are the topics that I discussed with Messrs. 
O'Brien, McKay and Jaeger yesterday. The work plans are 
to be promptly developed and implemented. It is also im- 
portant that we quickly learn the conversion details. In 
addition, we trust that you are continuing with your efforts 
to raise additional capital. Please let us know when the 
March Capital Computation is completed and if you have any 
questions on these requests. 


Sincerely, 
Fred J. Stock, Jr. 
Fred 3. Stock, Jr. 


FJS: Asst. Vice President 
HES /mt 
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April 22, 1969 


Mr. Pred J. Stock, dx. 
Assistant Vice President 
Department of Member Firms 
New York Stock Exchange 
Eleven Wall Street 

New York, New York 10003 


Dear Mr. Stock: 


In further reply to your letter of April llth, and 
pursuant to the earlier reply by Mr. T. Murray McDonnell 
under date of April 16th, we have noted your requirement 
that the Exchange be kept abreast of the firm's progress 
in controlling operations, especially during the remainder 
of the period of systems conversion. 


We have submitted Schedule "A" attached, in reply 
to the six questions on page one of your letter, and 
Schedule "B" in reply to your questions regarding our data 
processing conversions on page two of your letter. 


Regarding transfer posting, we have three machines 
and operators. Normally, the daily work has been completed 
by 9 a.m. Deiays are occasioned by delays in computer 
runs, or transfer posting machine breakdowns. The lead 
time in ordering an additional machine and the imminence 
of conversion to an automated margin program does not seem 
to justify additional action at this time. However, we will 
be guided by your further comments. 


We note your request that semi-monthly progress 
reports are requested, and we will, of course, comply. 
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Mr. Fred J. Stock, Jr. 
Assistant Vice President 
Department of Member Firms April 22, i969 


Mr. T. Murray McDonnell will keep you advised 
of our success in raising additional capital. 


Sincerely, 


CDONNELL & CO. INCORPORATED 


Thomas A. McKay 
Senior Vice President 


TAM:do 
Enclosures 


Mr. G. H. Newman 


Department of Member Firms 
New York Stock Exchange 

11 Wall Street 

New York, New York 
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SCHEDULE "A" 
1. A MEANINGFUL REDUCTION IN BOTH SHORT & LONG SECURITIES 
DIFFERENCES 
a. Progress to date 
(1) Stock record differences 
LONG SHORT 
As of 10/31/68 $22,900M $17,447M 


As of filing date of 
auditor's report 1/69 9,252M 1,346M 


As of 4/18/69 4,873M 399M 


Initiation of cyclical counts commenced 
January 10, 1969 


Securities counted to date: 
Stocks (7) Letters: C,G,L,M,N,P,S 
Bonds (7) Letters: C,F,G,P,U,V,T 
(3) No monetary loss to date in clearing positions 
b. Additional Steps: 
(1) Lybrand, Ross Bros. & Montgomery will make 
complete count of all securities as of 4/24/69 
from 4/24 - 4/27 
One Lybrand employee has been retained to assist 


in investigation and correction of indicated 
differences 


(3) Personnel to assist in researching of differences 
has been increased by three outside help 


REDUCTION IN THE ERROR ACCOUNT REFLECTING A CLEANING OUT 
AND ELIMINATION OF THOSE ITEMS NOT CLEARLY “ERROR” 


a. Situation giving rise to the "error" account: 
(1) November conversion of NCR 315 to IBM 360 with 


the average volumes cf 3,260/3,2809 trades per 
day. (Currently trades average 2,700 per day,) 


NYSE EXHIBIT TT IN EVIDENCE 


[Retype] 
02322 
SCHEDULE "A" 
Page Two 
(2) “Errors” relating to conversion problem 


totaled approximately $5,471M long and 

$3,2°ly Short on January 30th, date of 
initiating consolidation of accounts - deemed 
to be “errors" solely because of the fact they 
were not then currently controlled nor analyzed. 


b. Steps taken to date: 


(1) Accounts which were included therein are cur- 
rently handled on a basis which allows for 
individual control (outside Cage and P & § 
areas) resulting in entries for adjustment 
and/or liquidation being made not more than 
48 hours after entry into account. 


(2) Two Lybrand employees and an internal auditor 
have been assigned to check and eliminate 
backlog. 


3. A REDUCTION IN THE NON-CURRENT DIVIDEND SHORTS, BOTH 
MONEY AND STOCK 


a. This has been recognized as a major problem area 
which we have not solved because of 


(1) Nonavailability of skilled personnel 
(2) Inability of existing personnel to keep current 
b. The following steps are being taken: 


(1) We are initiating immediately a program to 
contact by letter all managing partners of those 
firms indebted to us in a systematic procedure 
aimed at materially reducing both debit balances 
and security short positions 


(2) The recount of securities and updating of 
stock record by our auditors as of April 24th 
should hold in correcting positions which 
gave rise to incorrect dividend credits made 
in accounts during November -- December. 


(3) We are exerting every effort to augment dividend 


Gepartment staff to preclude increase in "non- 
current" items. 
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SCHEDULE "A" 
Page Three 


(4) Progress in this area will be slow, in the 
circumstances above described. 


4. THE CLEAN UP UF THE REORGANIZATION ACCOUNT TO ELIMINATE 
THE UNIDENTIFIED ITEMS NOT APPROPRIATE TO THE ACCOUNT 


a. Steps taken: 

(1) The consulting firm Leenhardt-Sullivan was 
retained on March 3, 1969 to retrain all 
employees and supply written procedures 

(2) A-new supervisor was hired on April 15th 


b. Results obtained to date: 


(1) Current work processed daily 


(2) Analvsis of reorganization account backlog in 
proc’ess 


At current rate of progress, it is expected 
that March 27 account balance will be com- 
pletely analyzed by end of May. Inasmuch as 
current entries are now controlled, the account 
should by then be completely divested of any 
“non-appropriate" positions and/or entries. 

The account will then be analyzed each month 
end and required adjustments made as soon as 
possible after the end of the accounting month. 


THE ELIMINATION OF ERRORS IN CUSTOMER ACCOUNTS WITH 
__EMPHASIS ON PARTLY SECURED AND UNSECURED ACCOUNTS 


a. Analysis now being prepared to ciassify accounts 
as to reasons why the individual condition exists 


b. Procedures will be formalized to contain the 
problem at its source. (Some customer security 
shorts are stock record differences rather than 
bona fide potential firm losses and capital charges.) 


nm. Restructuring of Margin Department (explained in 5 
below) will allow for closer supervision f margin 
clerks' daily performances and assure fas.er recoj- 


nition of those conditions which require immediate actid 
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SCHEDULE “A” 
Page Four 


THE STRENGTHENING OF SUPERVISION OVER THE MARGIN 
DEPARTMENT 


The following steps have been taken: 


a. We have hired a new department head, who has been 
in charge of a regional division of one of the 
largest houses in the industry, the regional 
jivision being larger than our entire operation. 
He appears to have proven managerial and training 
ability. 


The department has been restructured to fit the most 
capable personnel to the complexity of the offices 
which they are handling 


Supervisors have been told that their sole res- 
ponsibility is supervision 


Ten clerks are currently attending the Association 
of Stock Exchange Firms' margin training course, 
and five more will attend when the first ten com- 
plete the course. 
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SECURE I CONVERSION 


MCDONNELL & CO. INCORPORATED 


Details of Applications Already Converted 


The converting from the NCR 315 computer system 
to the IBM 360/40 computer system is thejoint 
responsibility of McDonnell & Co. Incorporated per- 
sonnel and Data Architects, Inc. SECURE I is the 
term of reference for the first phase of the conversion 
and is divided into three subsystems: 

l. Order/Trade 
2. Customer Accounting 
3» Security Accounting 


The applications already converted are: 


\ Order/Trade Subsystem 


a This became operational March 17, 1969, and 


: includes all trade processing from trade date through 
¢: settiement date. 


Tne Order/Trade Subsystem utilizes the IBM 360/406 
computer in conjunction with a Control Data 8090 message 
switching computer which: 


1. Edits orders to validate order sequence numbers 
and ticker symbols. 


2. Routes messages to the proper destination in 
both directions. 


3. Records orders and executions on magnetic 
journal tape. The magnetic journal tapes are 
routed to the IBM 360/40 computer four times 
each trade day and are processed as received 
so that immediate action can be taken to 
correct differences between orders and execu- 
tions. 


NYSE EXH 


computer system 


ies which do 
tion file. 


Broker names which do not match the broker 
name and address file. 


Compliance violations: 


Non-marginable securities in margin 
accounts 


Solicited orders for securities 
on McDonnell's approved list 


Restricted securities 
Reports matched order/trades 
a. Maintains open order files 
b. Matches trades to open orders 


Each day the IBM 360/40 runs the following pro- 
to process transactions: 


l. Superfile Maintenance Figuration 


This program computes all executions, updates a 
file of trades which have not settled and prints: 


a. Maintenance/Figuration Report 
b. Trade Adjustment Report 
Presettlement 


This program prints: 


Y EVIDENCE 


& S trade day blotters 


Exception blotters (questionable trades) 


Broker comparisons 
Clearing House cards 
e. P&S Settlement Day Blotters 
Customer Address Maintenance Program 
This program 

updatesaistomer file 
prints customer trade confir 
prints daily listing 


names, addresses and 
for immediate correction. 


In addition to the foregoing programs, the IBM 
360/40 updates security description files and broker name 
and address files daily. Dictionary adjustments are 
printed and distributed periodically for each file. 


| EXHIBIT TT _IN 
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target date for the 
f the SECURE I is June 


Target dates for completion of 
and training of McDonnell employe 
on the following pages. 


Current Status of Programming and Tests 


The current status of programs and tests of the 
customer and security accounting subsystem is as 
follows: 


All programs have been written 
General documentation has been written 


Tests of the programs have been conducted 
periodically. 


Details of Conversion Technique 
a. Objectives 


Train firm personnel, utilizing reports, 
forms and procedures prepared by and for 
SECURE. 


Establish manpower requirements, schedules 
and responsibilities for SECURE I 


Verify SECURE I system specifications to 
confirm that computer programs and com- 
puter operarations documentation are satisfacto 


Demonstrate that all computer reports are 
produced on schedule and that all manual 
procedures are workable 
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Supervisory traini 
DATES 


Receive & Deliver 


Box & Segregation 


\ 


Transfer 
Dividend 
Bookkeeping 
Reorganization 


me Ww WwW UTD ND UI 


ce. Clerical Training (l 


FUNCTION 


Receive & Deliver 
Box & Segregation 
Stock Record 
Margin 

Transfer 

Dividend 
Bookkeeping 
Reorganization 


4. Conversion Checklist 


a. Stock record and money balance conversion 
from NCR 315 to IBM 360/40 on or before 
May 19 resulting in production of following 
reports: 
Customer Accounting Research Register 


Under/Over Segregation Report 


Fail to Receive Report 
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before May 23rd 


Comparison of NCR 315 and IBM one-day 
fails; this to be repeated as many times 
as necessary for different days 


Comparison of NCR 315 and IBM 360/40 
security lists, updating the latter 
as required 


Comparison of NCR IBM 360/40 
~ 


customer account 
latter where nece 


the 


before dates shown: 


{24-2 Convert all records for the 
firm's general ledger accounts 
and five representative offices 
(120 Broadway, 400 Park Avenue, 
Chicago, Los Angeles & Beverly Hills) 


Convert records for stocks, 
alphabetized as A,B & C, and 
all bonds under letter A 


Collect imput from 5/26 through 

6/2 for the locations and securities 
described and process those days’ 
transactions on a parallel basis 
during June 


Si. 
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(4) Repeat preceding tests as necessary 
(5) 6/21-22 Count the customer securities box 
(6 6/23-26 Urdate negotiable and non- 
negotiable positions 
(7) 6/28-29 Convert these records to current 
status: 
- Stock Record 
- Transfer 
- Fails 
- Money Balances 
- Stock Loans & Borrows 
- Bank Loans 
- Dividends 
{8} 6/730 Complete live operation begins 


Alternative Plan In Case of Delay 


The implementation program calls for conversion 
tests and parallel operation tests to determine 
the adequacy of procedures (including forms and 
reports), employee training, systems specifica-~ 
tions, computer programs and overall systems 
performance. When proven satisfactory, con- 
version will take place the following month end. 
The conversion is presently scheduled for the end 
of June 1969. 


If the file conversion program is not successful 
by June 29, 1969, the implementation will be post- 
poned and NCR 315 operations will continue until 
the next month end. The NCR 315 operation will 
continue to utilize the facilities of the NCR Data 
Center as long as necessary. The special IBM 360 
computer programs written to support NCR operations 
will also be utilized. 


In effect, this has been the technique adopted 
during the previous conversion of the first 
subsystem. 
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Mr. Stanley Snorkin, Director 
Division of Icedinyg & Markets 
Securities end Exchange Commission 
500 N. Capitol Street, N.W. 
Washington, D. C. 20649 
Dear Stan: 
Enclosed for your information is a copy 


of our most recent list of firms on restriction. 


This should be treated as confidential. 


Sincerely yours, 


Robert M. Bishop 
Vice President 


In addtion, McDonnell & Co. has agreed to restrict 
itself in lieu of Exchange restriction and we are 
maintaining surveillance as though they were restricted. 


B 
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: a ¥2 
Pf: SECURITIES AND EXCHANGE COMMISSION Pas 
Tee WASHINGTON. D.C. 20549 , 


Omitior: or 


TRADING 79110 MANKcTs 


» 


April 29, 1970 


Mr. Robert W. Haack, President 
New York Stock Exchange 
Eleven Wall Street 

New York, New York 10005 


Dear Mr. Haack: 

Attached you will find a summary of findings made by the staff of the 
Commission as to the application and interpretation made by the Exchange 
ef its net capital rule (Rule 325). These findings raise grave doubts 

in the minds of the staff as to the retention of the present exemption 

to the Commission's net capitel rule now enjoyed by the Exchange. As 

you know, this exemption was granted on the basis that the Exchange had 

a@ more comprehensive net capital rule which was ‘stringently applicd, 
thereby obviating the necessity of member firms! complying with the 
Commission's net capital rule (Rule 15c3-1). 

Since the financial condition of member firms has become a source of grave 
concern to the Commission, we believe that immediate steps must be taken 
by the Board of Governors of the Exchange to rectify the improper prectices 
which have crept into the epplication of the Exchange's net capital rule. 


We would appreciate your bringing this matter to the attention of the 
“Board of Governors as soon as possible anc advising us within 30 days from 

the date of this letter as to the steps being taken by the Exchange to 

assure e uniform and proper interpretation and application of this rule. 


1 have been directed by the Commission to report to them the reaction and 
views of your organization along with the comments of our staff and to be 
Prepared to make a recommendation es to whether the exemption for Exchange 
members should be deleted from Exchange Act Rule 15c3-1l. 


I do not feel it necessary to emphasize the grave importance of this matter 
and the urgency of the Exchange taking the appropriate measures. 


Should you or any member of the staff of the Exchange have any questions 


€oncerning this, I would be happy to discuss the matter with you, and, if 
necessary, provide Commission staff pcople to assist you. 


Lade Clee 
rving Vi. od LP 
Diyector 
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SUMMARY OF FINDINCS 


il The Exchange staff is interpreting and epplying its net capital rule 
im a manner less rigorous than the Commission rule and inconsistent with 
the Commission's concept of liquidity in the following extremely important 

- 


arcas: 


1. The Commission, in administering its rule, charges net worth in 
computing net capital with the markct value of short stock record diffcrences. : 
_ The Exchange staff, on the other hand, at least since May 1969, has adopted ' 
! a@ policy of computing net capital without a charge for short stock dif- 
ferences. In view of the greve nature of the industry back office problem 
and the grave financial exposure of a member firm with short stock differences, 
the failure of the Exchange to appropriately charge net worth with this item 
is *. important shortcoming in its procedures, Very reeently, the Exchange 
instructed its member firms that reserves established for short stock recer: 
differences must be included in aggregate indebtedness in computing a net 
capital position end not be included in net capital. Since the reserve 
: which may be set up may very often be substantially less than the amount 
of the difference, the Exchenge's new treatment is still considerably less 
conservative than that of the Commission. Furthermore, the danger exists 
that firms may be influenced by the Exchange's method either to set up { 
Ansufficient reserves or fail to set up ceserves st all. 


ie 


2. Broker-dealers under Commission practice are required to charge . 
met worth with clearing house deposits. The reason for this policy is 
the basic illiquidity of such items. Contrary to Commission practice, 
however, the Exchange does not charge such items to net worth as a matter 
of general practice. 


= 3. The Commission haircuts commercial paper 5% in accordance with 
Section 15c3-1(c)(2)(C). The inspection ascertained that the Exchange 
e@pplies no haircut to commercial paper. The Exchange practice thus is less 
comprehensive then the Commission's, and moreover appears to be in conflict 
with Paragraph (c)(5) of NYSE Rule 325 which reads as follows: 


(5) In the case of interest bearing obligations which do not t 
have a conversion or exchange feature, covered by the first four 
ratings by any of the nationally known .tatisticai services, the 
following percentages of market value shall be deducted: First 
rating -- 52; second and third ratings -- 102%; fourth rating -- 
15Z, except that, in the case of such obligations having five 
years or less to maturity, covered by the first three ratings, 

the following percentages of market valuc shall be deducted: i 
Maturity one year or less -- 1Z, two years -- 22, three years -- 
3%, four years -~- 4% and five years -- SZ. ; 
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Qur research indicates that Standard and Poors and Dun and Bradstrect 

i rates certain commercial paper as contemplated by the above quoted paragraph 

‘ : and in any event it would seem that cne Exchange Rule requires at the very 
least a l% haircut. But even the Exchange Rule is far less comprehensive 
than the Commission's Rule 15¢e3-1. Considering the growing importance of 


commercial paper to a number of Exchange membcrs, the practice of the 
The results of our inspection 


Exchange requires immediate reconsideration. 

also indicate that the Exchange should re-examine its practice in hairestting 
: large blocks of stock to insure realistic charges to net worth in these 

M, cases. We assume that the Exchange will continue to enforee its policy 
enunciated in 1969 with respect to one firw of not giving any value for 


capital purposes to restricted securities. 


— 


&. Unlike the Commission, the Exchange omits to include in aggregate 
urities which have 


indebtedness bank loans received upon proprietary sec 
been sold with draft attached (but not yet cleared). 


trance claims to net warth where the 
llected because of their illiquid 
t to insurance claims less than 


wie 5. The Commission charges insu 

/ . insurance claim has been made but not co 

° na.-‘te; however, the Exchange with respec 
30 auys old does not make such a charge. 


¥ 6, Commissior. ule 15¢e3-1 requires that @ subordinated loan may not 
@ be repaid after maturity if the repayment would reduce the net capital of 
By the broker below the required mininun. The Exchange permits subordinated 

loans to ve repaid in such circumstances. The reason for the Commission 

ik prohibiting withdravels in such circumstances is to protect other customers 
of the broker-dealer as against 4 lender who has expressly agreed to accept 

oF ‘ a subordinated position. Moreover, the Exchange has no express rules 

prohibiting withdrawal by a subordinated lender prior to maturity as does 


the Commission under Rule 15¢3-1l. 


' J. The Commission Rule and practice with respect to fails to receive 
provide that where 4 broker-dealer has a fail to reccive of a proprietary 
security accompanied by & resale of such security the amount of such a 
fail is included in aggregate indebtedness. The Exchange Rule and practice 
excludes this item from aggregate indebtedness. In view of the obvious 
financial exposure of the momber firm in this situation, the Exchange should 
promptly reconsider the advisability of its Rule in this regard. 


8, The Commission interprets its kule 15¢3-1 as requiring a charge 
to eet worth of good faith deposits in connection with underwritings. 
The Exchange in accordance with its Rule 325.15(9? treats good faith 


deposits as = current esset. 


a~ xe 
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9, The inspectors were notified that the Exchange docs not require 
edvance notice to it of withdrawal of partner's capital in the absence of 
resulting met capital violation. In this connection, the inspectors dis- 
covered one case of massive withcrawal of partner's capital which had not 
been known to the Exchange. On April 10, 1970, in connection with approval 
of the temporary surcharge, Chairman Budge sugeested that the Exchanpe take 
action to prevent withdrawal of capital from member firms by partners by 
requiring its approval for such withdrawals. «As a long run permanent 

. Measure we recommend consideration of a rule requiring six months advance 
notice before partner or shareholder capital can be withdrawn, a policy »hich 
would be consistent with Section 105 of the New York Limited Partners Act 
(and which should be apnplicd to both limited partners and gencral partners 
and shareholders in view of the back office and net capital problems of the 
industry). 


_° 10, The Commission interprets its net capitel rule as requiring 
commissions reccivabie, interest receivable on fully margined customer 
accounts and dividends reccivable to be charged against net worth. These 
items are considered not readily convertible into cash. The Exchange treats 

. Such items which are less than 30 days old as good assets in computing net 
capital and hence applies a less rigorous standard than the Commission. 

: «eee eS 


er ase 0 Commencing on ‘October 30, 1969 the Minutes of the Board of 


Governors relating to n-t capital problems became very bricf. Thereafter, 

; with the:exception of » December 18, 1969 minute (appointing ea liquidator 
‘for.an insolvent firm’. the’ minutes on this subject refer only to the names 
-of the ‘fisc.on which va.\tal reports were made and do not contain descriptions 
of the nature and extenc-of their net capital difficulties. In view of the 
importance of these matters, we believe that the Board of Governors should 
be adequately informed. Accordingly, the minutes should reflect the 

‘"essentials of the reports made to the Board. 


12. In addition tc deficiencies in the Rule itself, as set forth 
above, the administration by the Exchange of the Rule has been characterized 
by relaxations of previous applications and interpretations or adjustments 
made to bring firms into purported compliance. his implementation of the 
Rule defeats its purpose of assuring {nancial liquidity and undermines the 
fundamental objective of the rule which is to protect investors, member firms, 
and others who do business with such firms. 


Moreover, it should be noted that when the Exchange was originally 
exempted from the requirements of Rule 1$c3-1 its net capital to agsregate 
indebtedness ratio was set by Exchange rule at 15 to l. Since the time of 
that exemption the rules of the Exchange have been amended to impose the 
less rigorous 20 to 1 ratio. In addition Rule 15c3-1 itself Nas undergone 
substantial changes which resulted in a strengthening of its financial 
requirements. 
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Piease prepare reply for my signature. 
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For appropriate uction. Advise me of action taken. 


ae 
Please reply. (J Send me cepy of reply. 


Please give me your opinion on this matter. 


=. 


Please acknowledge. L_] No further action necessary. 


a | 


ae se information. ens me. 
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For your approval. Cf. a 


For your siguature. ij} For your files. 


For discussion. 


As requested. 
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a [i'r —— 


~ 


a 
undoubtedly have boen advised by =r. New: ty, T, Murray 
NeDonnell suvordinaied au additional oer : no collars in 
his subordinated account on way 23% 


— 


Le yeryt :ly yours, 


YeRONNELL & CO. INCORPORATE 


Pi 2 
, a 
en aie ili 
Mhomas A. Menay f- 
Senior Vice rresicent 


TAct:do 
Enclosures 


ec: Kr. G. E. Koeman 
Department or “ember Fires 
Kow York Stsss SS cause 
Zi Wall Street 
Kew Yor, icv 


tir. Josepn O. Ravten 

Chief of Drosere0") or Insmeetions 
Securitics & Terenas. Cozmnission 
26 Feder. Pisa=s 

Rov Yori:, iNew yor 
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Schedule "A" 


. 
. 


SHORT & LOYS DIFFERENCES 
oe eee he 


— 

[@) 

» 
rv) 


1. A MEANINGFUL REDUCTIO® J 


= 


A) Progress To Date 


Long Short 


1. Stock Record Differences: 
| 
| 


& “prior Teemartt a “Ge Lih69 $4,8734 $399H 
Current Status «#/u 

4/24/69 4,226 368H ’ 
seven (7) 


NOTE: No additional security counts (other than the 


referred to inprior report) were eonducted by ilc Donneli 


“personnel. However, Lybrand, Ross Bros. & ontjomery con- 
ducted a complete strect side count as of April 24. 1969. ~ — 


Recounts have been completed and this information «.% 


ic *¥pected 


Aa. weeks < 
2c seas. 3 


presently pelny consoi1iGatce an 


that the results will be reportable as of imy 15, eS. 


B) Additional Stevs 


Lybrand is committed to provide us with as wany 


men 2s we require to reduce resultant stock record dif- 


ferences as guickly as pessible. te expect to begin this 


Zs. 


adjustrent progran Monday, Bay 
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2. REDUCTICN IN T: neon ACCOUNT PEFLECTING A CLEANING 


TIiGSE ITENS NOT CLEARLY “SERNO? 


A) Our accounts are currently being redefined for better 
control and analysis. T e major portion of the v2lues which 
appeared in the so-called "error" aceount have been liquidated 
and/or sre in process of adjustment. We have Savevales faci 
buy-in accounts to properly define and control activity in 
such accounts. 4s previously rentioned, we have instituted 
procedures to allow for liguication in these accounts no 
later than 48 hours after entry. 

Currently the “error” account, absent fail buy-ins 
and related liquidations (referred to 2bove) totaled $2,451: 
long znd $2,752: shert. The above values (pased on April 24, 
1969 market prices) are still being adjusted and a more ane 


ecurete figure till be furnished with the May 15 report. 


B) We «re still empleying one Lybrand man as well cs our 


internal auditor on a full-time basis to essist in further 


reducing these valuations. 
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errs: 
3S. A REDUCTION IN THE NON-CURRENT/SHORTS , CLOTH MONEY AND 
STCCK 


A) Ko major {mprovenent can yet be reported in this area. 
As soon 2s the complete security count {nformation is 
processed and available, we expect materi2l adjustments 


to be made uypainst “Hacrct ly reported stock dividend 


positions -- poth long and short. 


B) We are currently compiling claims by broker in order to 
contact the the managing partners as previously mentioned. 
In this connection, we will employ two (2) Lybrand personnel 


because our department remains understaffed. 


E- 
NYSE EXHIBIT 


4. TIE CLEAN > THE NE ACCOUNT TO ELIMINATE 
=e MO} APPROPRIATE TO THE ACCOUNT 


=D 
page 


A) Our current work continucs to be processed daily. 


B) The analysis of the reorganization account backlog is 
o o 


still in progress although we are adding one Lybrand man to 


assure promot completion, 2S well as the planned continued 


review of this account on a monthly basis. 


ee 


a 
1 
‘ 
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* 
TifE ELININATION OF EnROPsin CUSTOMER ACCOUNTS WITH 


EMPHASIS O07: PARTOY 'SECUNSD AND- UNSECURED ACCOUNTS 


A) Customer month end equity statements were delivered to 
the targin Department for analysis on ey 5 and they are 
currently in process of exnmining the accounts particularly 


witb respect to unsecured and partly secured accounts. 


° 
B) Stock record adjustments will be compared with customer 
accounts to ascertain whether or not stock record positions 


account for the reportable position. 


C) Comparative figures will be available when the lay 15 


report is furnished. 
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6. THE STRENST ENING OF SUPERVISION OVER THE MARGIN 


°° DEPARTIZENT 


— 


tina eta 


A) Our newly hired wargin Department Manager will be on the 


scene iy 12. 


B) In conformity with the implementation of the new data 


processing systemj"we neve appointed an individual whose 
sole responsibility is to act as liaison between the opera- 
tions officer and customer accounting Margin Department). 


qzhis should further strengthen the desired supervision. 


€) On the negative side, the Assistant sianager nas given 
: notice he is leaving to take a new position with another 


firn. a 


D) Our training program for clerical personnel at the ASEF 


4s being continued as previously indicated. 
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SCHEDULE "B" 


SECURE I CONVERSION 


McDONTELE & CO. INCORPCRATED 


Details of Avolicntions Already Converted 


The implementation of SECURE i's Order/Trade Subsysten 


using an ISii 360/40 occurred oa March 17, 1959.. Since 


a 


then, the Subsystem has been overating success 

with some procedural difficulties at 120 Broacvay anc in 

the branches and some computer progren Dugs. To facilitate 
‘€etection and correction of bugs and procedural difficulties, 
detailed daily performance statistics are gathered for 
distribution to Oper2tions supervisors and specific 


individuals are assigned resconsibility for corrective 


actions. 


Problems 
The major remaining proble= areas ere: 
Riechts Handglina: An er set of procedures is 
being developed in conjunction with computer progra= 


modifications. 


Customer and Security Files: Errors resident in the 


old NCR files or as a result of file conversion 
mishaps continue to be Actected and corrected. 


Computer Oserations, especially as it relates to the 


timing of the interfacing with the Subsystems remaining 
on the NCR 315. This difficulty is being attacked Ly 


a special task force. 


Ws FIFE 
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. \ 


‘Y 


iections to be Converted 


These remain as stated, including June 30, i569 


* 


for SECURE I's complete implementation. 


of Prosrazmins 2nd Tests 


i? 
v 
t 
2 
a] 


2. Current & 


—— 


Some of the written Programs are being modified to 


reflect inzut and output format and content changes. 


Me. detaile2 procedures are being @rafted by McDonnell 


aices Deta Architects Inc. 


and Company supervisors 
(DAI), tecDonnell'’s Systems ana Precedures personnel, 


HeDonnell's Data Management Group (DEG). and as requires 


by Leonnarct & Sullivan people. This effort began 


i April 26, 1959 and is scheduled to be larcely completed 


about May 9, 


Progra= testing is continuins as available on-site 


computer time permits. 
3. Details of Conversion Technicve 


a. Objectives . 


These are unchanged. 


: t 
{ b. Sunervisor Trainins (14-2 hours per session) 


The supervisor, trrining schedule remains the 


; 3 oh RESP | 


oe 
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Y 


ec. Clerical Training (1); houss per session) 


The clerical training schedule remains the same. 


Conversion Cheek 
a. The stock record and money balance conversion 
from NCR 315 to TE: 360/40 took place resulting 
in the production of the reports listed. 
So far, but due before May 23rd: 
(1) The comparison of NCR 315 and IBM one-day 
fails is continuinc. 
The NCR 315 end 1B 360/40 security lists 
have been compared end the latter uszate2. 


Tne NCR 315 and IBM 360/40 custemez account 


lists have been compared and the lectter 


updated. 


On or before dates for the activities described 
remain the same. 
Alternative Plan in Case of Delay 


Remains the same. 
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120 Broadway 
Mew York, N.Y. 10005 
Ractor 2-7800 


Members of 


RECEIVED New York Stock Excharge 


American Stock Excnarge 
: 2s and other leazing 
HAY Lo in-3 stock exchangcs 


G.H.N. 
MEMBER FIRMS May 15, 1969 


—— = - 


Mr. G. H. Newma 

Department of ne rber Firms 
New York Stock Exchange 

12 Wall Street 

New York, New York 10005 


Dear lir. News in: 


! by you ted2y by telephone, we recapitulate 
herewit! sé Sat restrictions uncer wniecn we continue to_ 
operate oe 3% ooo a6 as sotisfactory, tho. 

en_is complete and our 


No new branch offices will be openec. 


No new sales training classes will be conducted. 
Two classes of 50 men each, scheculec for the 
balance of 1952, were cancellec. 


No compensatior is paid to salesmen on buy agree 
wf listed securities seliizg uncer 35.CO per sha 


No compensation is paid to salesren on purcheses 
of listed boncs cen tne commission is less than 
$12.50 per trade 


No compensation is paid to saiescen solicited 
day traces. 


No new margin 


acc 
an equity valuc 


below 


unt will be accented 
+ $4,000 (forzerly 


No non-purpose loan account will be sccepted. 
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Mr. G. H. Newman 
Department of Member Firms 
New York Stock Exchange May 15, 1969 


No order for over-the-counter securities will 
be accepted for stocks selling under $5.00 per 
Shere unless the branch manager verifies that 
the order is unsolicited, the customer can 
accept the risk, and that the branch manager 
obtains a disclaimer letter from the custozer 
wertifvine that tre nystomer is aware ot the 
tire povss; tu-2i*:.- speculation, that the 
custoner h:3 exercised his own judgnent (i.e. 
the order was unsolicited), and th we cannot 
Guarantee the time of delivery of the stock 
purchased, 


No sell orders in over-the-counter stock will 
be accepted for shares selling under $5.00, 
unless the stock was purchased at licDonnell & 
Co. Incorporated, are in the client's account 
with us or are delivered to us in nesotiadie 
form at the time the order was placed, and the 
trade has a commission value of at least $6.00. 


No buy or sell order for foreign securities 
Subject to the interest equalization tax unless 
the security is listed on the New York or 
American Stock Exchange, the security is an 
American Depository Receipt, if not listed on 
the above Exchances, or was previously purcnased 
through icDonnell & Co. Incorporated. ‘“iisixus 
value and comnission limits above cited apply 

to these trades. 


Over-the-counter principal trades will be pver- 
mitted only if the security is on the 'ceDonnell 
approved list, or at the request of the branch 
Manager, is approveu by the Research Departxrent. 


Subsequent to the foregoing, by semorandur of 
the oe ested Tebruary $, 1°69, over-the- 
counter buy orders having a total value cf less 
than $1,500, and no over-the-counter odd-ict 
erders, were prohibited. 
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Mr. G. H. Newman 
Department of “ember Firms 


New York Stock Exchange May 15, 1969 


We have ceased all advertising designed to 
attract new business. 


We transfer and mait all new cash accounts to 
the customer after payment, unless the branch 
manager specifically approves the retention of 
the securities. 


ee ee 


». 


We have reduced firm trading positions to a 
Bininmum. 


Sincerely, 


er & CO. INCORPORATED 
of ane [LA Ken 


Thomas A, “chay 
Senior Vice President 


TAM: do 


ec: Mr. Fred J. Stock, Pe ae 
Assistant Vice President 
Department cf \emoer Firms 
New York Stoc!: Exchange 
Eleven Wall Street 
New York, New York 


Mr. Joseph O. Barton 

Chief of Broker-Dealer Inspections 
Securities & Exchange Commission 
26 Federal Plaza 

New York, New York 10007 
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——————————————— 
Ret A? " ee NOT UA Mae F a Oh 
— 2 


x BY YOS Stock excnon 
: 4 Wall Street 
' Now York, Raw York 103505 


{ 
r 
Attention: Department of Uerber Firms - 
Divisioa cf Fi.nzence ‘ 
- ‘ ‘ 
- Gentlemen: le : ° 


. . e a 
, 
Accepting the suggestion of the Rez York tae Exchange f 

I have conc..cted such invesrcigation of : 


,and of its participant S ac I consider cosira eos Lete are : 
necesséry unser the circumstances, Sopetiae I oe been furnished | 
with all financial information with respect to "ane of \ 
Member Orgrnizetion) as I have reguesies, sdeabaar the latest : 

Certified cudit + by (Clan: of Sustres) cated said 

recent computation of net cepital prepared by (3 


Orgentzation) as of 


(Insert anviicaties ceserinzion lists 

* being made ia relianes upon tac seandciag of (i 
Organi: zetion) <8 & member organization of the 
change oz on the Exchange's surveillance of it 
I em familiar with the ge that the New York 

placed restrictions upo eee =2 Of Member Organ? 


in fes lecter ef | (De a 


. 


I agree thet ch2 New bars —: anes 
bility to ciselsse to se ias 
Organizazion) —_ ich ic Ag no 


rgeniz ‘ 
"I will hold iaxtal SS the New York Stosk others ze, its ase : 
Trust Fund enc each governor, office - seunnee o> cuployce of 
, ’ 
\saie Machange or Fund for any claim with respocc — 


.Very truly yours, 


E-121 


PLAINTIFFS' EXHIBIT 56a IN EVIDENCE 
[Retype] 


PO #LS3 for id, 
1/22/74 DC 
Manhattan Reporting 


May 21, 1969 


McDonnell & Company, Inc. 
120 Broadway 
New York, N. Y. 10005 


Attention: Mr. T. Murray McDonneli 


Gentlemen: 


We are well aware of the serious operational anc 
capital problems which your firm is experiencing and 
the efforts being made to resolve them. We are also 
aware of the self-imposed restrictions under which 
you will continue to operate until your operational 
condition is satisfactory, the conversion t. a Data 
Processing System is complete, and your capital ratio 
is below 1500%. We feel, however, that until your 


goals are reached some additional limitations upon 
your business activities are necessary. 


It has therefore been determined that until you 
are informed otherwise, the Exchange will not approve 
the registration of any new registered representatives 
or producing allied members. The number of trades 
handled must be limited to 12,000 per week, including 
underwritings. All advertisements, and sales promo- 
tion is prohibited except for that required incidental 
to underwritings. 


To make certain that some possible inequity aris- 
ing out of these restrictions can be minimized, the 
Exchange snould be supplied with a list of registered 
representative trainees as well as those registered 
representatives not now with the firm, to whom 
McDonnell & Co. has a firm employment commitment. Also, 
we would like to have a list of branch offices cur- 
rently past the planning stage but not yet opened, and 
a list of these advertisements presently under commit- 
ment, 


In view of t! apital 3 cond of your firm, 


each new capital “knowladge- 
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[Retype] 


ability" letter similar to the enclosed sample. Stock- 
holders making capital renewals must also supply the 
Exchange with such a letter. 


Sincerely, 
/s/ Robert M. Bishop 


Robert M. Bishop 
Vice President 


Enc. 4 


RMB: FJS :FINewman/mod 
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(Date) 


New York Stock Exchange 
11 Wall Street 
New York, New York 10005 


Attention: Department of Member Firms - 
Division of Finance 


Gentlemen: 


Accepting the suggestion of the New York 
Stock Exchange, I have conducted such investigation 
of (Name of Member Organization) and of its partici- 
pants as I consider desirable, appropriate and neces- 
sary under the circumstances. Further, I have been 
furnished with all financial information with respect 
to (Name of Member Organization) as I have requested, 
including the latest certified audit by (Name of 
Auditor) dated (Date) and a recent computa- 
tion of net capital prepared by (Name of Member 
Organization) as of Date . 


(Insert applicable description listed below*) 
is not being made in reliance upon the standing of 


(Name of Member Organization) as a member organization 
of the New York Stock Exchange or on the Exchange's 
surveillance of its capital position. I am familiax 
with the fact that the New York Stock Exchange has 


placed restrictions upon (Name of Member Organization) 
as set forth in its letter of (Date) ‘ 


7 etna 
Insert one of the following: 
My purchase of stock 
or 
My) capital contribution 
or 


My subordinated loan to (Name of Member 
Organization) dated * 


wee 
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I agree that the New York Stock Exchange has 
no responsibility to disclose to me information concern- 
ing (Name of Member Organization) which it may now have 
or at any *ime in the future may have or to protect my 
interest in the member organization. I will hold harm 
less the New York Stock Exchange, its Special Trust Fund 
and each governor, officer, trustee or employee of said 
Exchange or Fund for any claim with respect thereto. 


Very truly yours, 


E-125 


NYSE EXHIBIT YY IN EVIDENCE 


120 Broadway 
Mew York, N.¥.70005 
Rector 32-7800 


Members of 

Mew York Stock Exchange 
Armerican Stock Exchange 
and othe: leading 

stock exchanges 


Mr. Fred J. S 
Assistant Vic 


+ 
. 
3 


Now Yor=: stses 
Eleven .ail 3 
Mow Yoru, Now 


Doar tr. Stock: 


- Yn -acecerdance with the established procedures 
regarding 2 Eceuiemonialy rofert ccexcerning control of 
operations sad ccaversica to a rew cata processiu% systca, 
Us SeESsy (Guise: 3 a Nt at emis the Saice 
Pare wy ce nussors 2nd letters 
QS ai:ncsre| ca to ta¢ciiitate coupari@“ 
Soa Os 


” 
a 
’ 


I would lito rav your special attention to 
Ttes. b ex cohecule "A" ecsin? the significant reaucrioa 
ef stock receru eesition cifieronces rrom 4,000 to a i 
current toe. of 1,500. \ 


curs, 


MeLUNNELL & CO. ThCOnrosaAT oO 


Thomas A, Mekay 
Genior Vice Presidcnt 


Enclosures 


co: ir. G. HN. Nevuaa 


ECopart=enat of ciomber Fires 
New York: Stock Dwecaanga 


tir. Joseph 6. Sartes 
Cutoff of Leul:crevoslor Inspections 
Securities G ose.angs Counission 


; « Bn i2é 


NYSE EXHIBIT yy IN EVIDENCE 


SCHEDULE "4" 
—— 


A SHANTI srry, RIDUCTION IN BOTH SHORT AND LON 
5 Le 


SECURI iS ew mete ta 


At our Specific request ~ and as previously mentioned . 
our auditors, M2SSTs. Lybrand Ross Bros. 2. “ontgonery completed 
their sccurit:es Count 2s of April 24, 1863, but did not release 
the result of Such count until May 13, 1969, 


The originally revorted stock record position Gifferences 
have been reduced fron 3,00) to 2 current total of 1,300. Tte 
present rartet volu2tions of those rositions Still open ang in 
Proccss of correction are $6,918 >; long and $3,709 = Short, both 
Of these bk-vine bcen reduced fron the Orisinal "ray" valuations of 
$23,256 2! 40055 <2 516,663 :: Short, respectively, 


Concurrently, the differences resulting fron 


the October 
32,- 1968 aueiz 2re contin 


uing to be rese2rched end resolved and the 
rent valuations 2re 2S follows: 


LONG 
SHORT 


~ ACE eterna ete. 
* 


+ ot emen @ Henman 
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SCHEDULE "A" 


REDUCTION 
OUT AND EL 


IN THE ERROR ACCOUNT REFLECTING A CLEANING 
IMINATION OF THOSE ITE2S NOT CI LIARLY “DRROR" 


Continuing the efforts previously referred to, liquidations 
and/or correctins sournad entrics were made to eliminate all long 
positions, not clearly "error" in mature from the reported account 
balances. Although sone short poSitions remain, the reported cover 
value do2s not exceed a indicated credit balances in this account. 
When resulting posit: are verified (upon receipt of our 5/2 9/593 
accountirg statenents) sas coming week, all such positions 
will be liquidated and on 2 required adjustments of prior trans- 
actions will therecfter ; processed. 


In order to effect a "clean". cut-off and verification of 
Our fail bey-in and/or liquidation accounts as of iiv 29, 3 
“covering" transactions were rade which would not 1 
date. The purpose, once again, was to allow for 1 
Of month-end positions and the immediate placing of 
uniformly clezr out such positions. We would then vatice ee the 
previously referred to ¢ rty-eight (48) heur program to cover all 
Such entries. 


E-128 
NYSE EXHIBI? Yy IN EVIDENCE 


SCHEDULE “A” 


A REDUCTION I0 THE NON-CURREIT DIVIDSD SEORT TS, BOTY 


Departrent has completely analyzed ali 
short positions i own detailed records (dividend journals) 
with the rc * record positions. t wes the latter which 
Were valucd an ¢d in our pricr reportzrgs to you. Avpropriate 
stock record icjustreats were nade with the result that th 
dividenc skor , u: h2s been Significantly reduced and nor 
importantiz —.. -=>*-s. .. fi. gc ative of those clains evidenced 
by the cividen 2no Gepastment’ s own records. *# 


We are currentty nailing out claim letters to all brokers 
in a concerted eifort to eliminate all Such rexazining short pcesitions. 


it) 


During the coning weeks the Dividend 
Sinilarly cc=n2are its records with the stock re 
positions with the similar expectation of effec 
adjustments cgainst our stock record "short" di 


Het OO 
eo) 


Ay tf 0 


*This reduction hes been reflected in the estica2ted capita 
positions furnished to you Weekly wherein vou no doubt noticed that 
the non-current dividend short valustions bad b2en reduced to 
$562, 00c, 
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| 


SCHEDULE "A" 


THE CLOAY Up oF Ti PEORGANIZATIC} ACCOUNT TO ELISINA 
; ! yy ArpPRos.tlale gic die TAY ACCOUNT 


Analysis of this account continues although not 2¢ 
rapidly as was first expected. The previously mentioned extra 
personne -l remain on this ass:.znmant. ‘we nave substituted an 
expericzicod (outsid:) empioyse for the Lybrand san who kad to 
be. withesacn ces 


. 
ra 
= 
4 
oo 


to. other tonaitments. The target date now for 
analysis is June idtr, rather than kay 29th, 


completion of = 
y suggested, 


as was original 
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NYSE EXHIBIT Yy IN EVIDENCE 


SCHEDULE "A" 


THE ELIMINATION OF ERRORS IN CUSTO'=R ACCOUNTS WITH 
ELpraole Us PARILY SoCUNED AnD UnSeCUeD ACCOUNTS, 


Continued effort is being directed by the Uiargin 
Departnent in its prosr2m to reduce the unsecured debits and 
custoser Ssnorts. The current obligetions to review and analyze 
reports, 2s well as train supervisory end clerical personnel, 


with resrect to the pronosed inplementition of SZCURZ, has un- 
- - : : , 


fortunately preenpted much of the department's tine which 
ordincrily would have been devoted to work on above progran. 


‘Whereas, the following table shows continued progress 
in reducing both unsecured debits and customer shorts, it vas 
necessary to Lave 2 complete cuStemer statement (and equity) 
run rescheduled for the end of Lay so that proper concentration 
could be given to properly anzlyzing the partly secured xccounts. 
When the results are available, you will be so notified. 


The cconparative results for ‘the two (2) most recent 
periods are as follows: 


5/29/69 5/15/69 
~CO00F (O00) 


Unsecured debits $ 247 $ 266 


Customer shorts 288 : 412 


The continuous correction of our stock record is being 
Gignifican.ly reflected in the reduction of custozer shorts. 
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SCHEDULE 


THE STRENGTHENING OF SUPERVISION OVER THE MARGIN 


DePAniccawe 


AS previously mentioned, tir. Paul LoBiondo officially 
assumed his responsibility as Manager of the Credit (Wargin) 
Department on May 12, 1969. He coctinues to exhibit those 
supervisory qualities which we exptcted he could bring to this 
position and we feel confident that future reports will confirm 
such expectation. wf 


° 


qt. 
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SCHEDULE "B” 


SECune 1 Cc VErsicy 


HeDONNELL & CO. THCOZPORAT_O 


Dotsils of Anclicaticers Alsoccdr Converted 


ee 


No change since our last repert. 


Details of “-nlications to b> Converte ! 
1. Tarcet Bites 
Althouch to recoznize that there have been delzys is 
the inplicaentatica of the actails of conversioa, 
STCURD I's coxnpleto iaplenecntation rezains scheduled 


for Jung 50, 1959, and otner target cates remain as 


etated, except as noted belov. 


Current Ciostrs of Procrsctict and Te3t3 
Tho previously noted additions] progracs are being 
epecificd cnd are expected to be written and tested 


beforo Juno 20, 1959 in one instance and before 


Juno £7, i229 in tks remninine cases, rather than 


ali bofore June 20, 1959 as previously stated. 


Potailed procedures continue to bo draited and 
aro sehcduled to be largely cozpleted about June 9, 


1969 rather than May 23, 1°59, as proviously statod. 


Program testing is contiruing using on-aite end 


outside equifrentc. 


‘-E-133 


NYSE EXHIBIT Yy IN EVIDENCE 


SCHEDULE "B” 
Page Tro 


Petails of Conversion Technicucs 
a. Odiectives 
These aro unchanged. 
(13 - 2 hours per session) 
Ghe“Gupes soos ining schedule dates have 
been extended again, to 6/9, rather than 
§/12 - 5/15 as oviginally sehedculed. 
Clerical Training (1) hours per session) 
The clerical training scheaduls dates are 
extended aztain to 6/9 - 6/13, rather than 


§/15 - 5/29 as originally scheduled. 


Conversion Ciecshlist 

a. Stock record and money balance conversion and 
production of reports coxmpleted as previously 
reported. 
The NCR 315 and IBU 360/40 comparisons 
roguirsed Sofere ay, Zard cozpleted as reported 
previously. 

c. On or beforo dates Grown: 
(1) 5/24 © 25 becones 5/31 ~ G/G for conversioa 

of all records for selected accounts and 


ropresentativo offices. 
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SCHEDULE “B" 
Pago Three 


3/24 = 25 becones 5/31 = 6/6 for conversion 
of records for selected stocks and bonds. 
G/2 - & for collection of selected data and 
parallel processing cancelled in favor of 
use of sinilar data colliccted at the end 


of April. 


&, Alternntivo Picn in Cose of pols 


As before 
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RECEIVED 
JUN LT By 


G.H.N. 
MEMBER FIRMS 
——- 


June 16, 1969 


Mr. Fred J. Stock, Jr. 
Assistant Vice President 
Departmecst of Member Firms 
New York Stock Exchange 
Eleven Wall -<.-t 

New York, New York 10005 


Dear Mr. Stock: 


In accorcance with the established procedures, I am eoclosing our 
semi-monthly report concerning control cf Operations -- Schedule A, 


Cencerning Schecule B, the conversion to a new data processing 

system, we have been advised by Data Architects, Inc. that DAI will 

be unable to meet the target date of June 30 for complete implementation 
ef SECURE. 


Mr. Henry C. B. Lindh, who will join us as Senior Vice President of 
Operations on July 1, nas en apvo:ntment with you at 4 PM oon Wednesday 
to discuss the re-evaluation and re-scnceculine of the implementanon of 
the final two subsystems of SECURE. Therefore, we are not enclosing 
a Schecule B with this report. 


Very truly yours, 


McDONNELL & CO. INCORPORATED 


Lawrence F. O'Brien 
President 
Enclosure 


cc: Mr. G. H. Newman 
Department oi A.ember Firms C fe Sd (7 
New York Stock Exchange fu rs é / 
Mr. Joscph O. Parton fp é 
Chief of Lroker-Dealer Inspections 7 
Securities & Exchange Commission : 


 WSC8E 


momen 
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SCHEDULE "A" 


Ushiiisod U poh OF 


A WEANINGFUL REDUCTION IN BOTH SHORT AND LONG 


Efforts are continuing in reducing long and short 
securities differences, both with respect to the October ides 
1968 audit differences as well as the April 24, 1969 special 
securities count conducted by our auditors. 


The following valuations do not reflect additional 
adjustments off setting positions in the reorganization account. 
The latter account analysis was completed (6/13/69) as oi the 
close of business lay 29, 1969 and the necessary journal entries 
are currently being processed through the various accounts. When 
completed, 2 new valuation run will be prepared and the adjusted 
long und short positions should 1andicate appreciable reductions. 


Absent the above adjustments, the following represents 
the most current valuations 1.€., a5 of 6/13/69: 


Special 
Audit Count 
October 31, 1968 April 24, 1969 


Long valuctions € 2,827 % § 2,665 
Short valuctions $ 192 §$ 1,417 


As per discussions held with representatives of the 
N.Y.S.E. on June G6, 1969 it was indicated by itr. Bishop that a 
certain period of time - not Gefined - would be allowed before 
consicering c2pital cuarges vita ressoct to the April 24th count. 
In connectaon therewith, it is our intention to make in-hous 
sounts on the remaining open items to determine their validity 
and, based on such results, take steps to adjust or otherwise 
liquidate the positions. 


_ ene te ent 


NYSE EXHIBIT ZZ IN EVIDENCE 


SCIIEDULE "A" 


REDUCTION IN THE ERR m ACCOUNT REFLECTING A CLEANIN 
Np Ebli2.aii0w OF invs fyi nor Clranhi Thon” 


At the present time, a final review is being made to 
assure liquidation of positions remaining opzn as of May 29, 1969. 
Althouzh oll orcers were entered, the related executions have not 
been received. ‘we have now obtnined all pending orders from our 
traders to check 2gainst the position balances and expect that these 
will be reentered within the next few days. 
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SCHEDULE "A" 


A REDUCTION IN THE NON-CURRENT DIVIDEND SHORTS, 


ia 7 
fad Sioa 


As mentioned previously, clain letters were prepared 
for mailing to brokers. This program has now been completed and 
responses are being received. At this particular tine, it iS act 
possible to assess the results to any great degree inasosuch as less 
than 20% in responses have been received to date. . 


4 
ry 


NYSE EXHIBIT ZZ IN EVIDENCE 


SCHEDULE "A" 


THE CLEAN UP OF TIE REORGANIZATION ACCOUNT TO ELIMINATES 
7 or ew o i aan Se i re od cs v7 a i a i eT ae 
The Unibenririsv ITs.s nOd APERUE RSM FO Tic, account 


Analysis of the reorganization account was completed on 
Friday, June 13th as of the close of our previous accounting month 
May 29, 1969. 


Journal entries are currently being processed af a result 
of this analysis. Liquidations are also being entered to cover 
non-valid positions in the account. 


Whereas, the May 29, 1969 account indicated long and 
short valuations of $1,752 ~. and $2,903 respectively, the adjusted 
balances will read $133 wi long and $60 t! short. 


From information available, it would appear that the bulk 
of the adjustments will be rade against the stock record difference 
accounts 2nd customer positions. 

This account will be analyzed each month by the head of 
our Reorganization Dorartrent and such analysis will be retained in 
the department's files. 


ok 
‘ 


Viewer wi -daii“*’ < 
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SCHEDULE "A" 


THE ELIMINATION OF ERRORS IN CUSTO:ER ACCOUNTS 
ENPHISTS O. PINTLS SoCLIGD AnD UnsacunaD U 


Due to certain delays occasioned by computer dovwn-tine, 
the equity runs were not available until tocay (Sune 16th). These 
will be reviewed as soon 2S practicabie and the results reported. 
However, 211 the statements for May 29, 1969 were run adki checked 
out by the iiarcin cierlis. lr. LoBiondo, Manager of the Department, 
is currently reviewing same with his supervisors. 


a 
~ 
& 
e 


The inforration presented below represents an update of 
the prior montn's indicated differences: 


June 13, 1969 May 29, 1969 
(O00; "oo; 


Unsecurec debits $ 242 $ 247 
Customer shorts : 267 288 
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Sok Klavkaah hahha 


THE oF Pea VAS bd abe dd 


DE ARE wos ia 


we 
PALS | 


OF 


At the present time, 
taking the advanced 
attending the 


margin 


TFALning 


traning 
AS=IF school 
Adaitione lw | “Ss 
On a moderate scale. The sessions 
by section supervisors eaca morning 
day's work. We expect to broaden 


run 


SUPERVISION 


h 


To 


SCHEDULE "A" 


OVER 


THE 


MARGIN 


seven (7) of our employees are 
course 
for basic margin 


and five are currently 


instruction. 


ne 
poped 


sove begun an in-house training progran 


our a day and are conducted 
to the commencement of the 
gran in the near future. 
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329 Sresdesy 
wee Por BOYS 


Rector 2-7293 


Menbden of 

New York Stoc’ Liciange 
American $:ock Lackany: 
and orrer leading 


Stock exchanges 


Sir. Pred 

Assistant 
Departzsn= 

Net Yor: 

4 Rev Yori: 

Bt Eross & 

Nov Yor!:, :ew York 


‘a 


QO wD 
142 1g a 

fos 

3 


my 
w 
0] 
eo] 
a | 


Orem 
u 


ue 


Dear tir. Stocs: 


In 
Nes encicsts> 
operat: Ons = 


cabeed 


processins ssst<u 
the future ecure 
arebitoec<s, ince. 
isplementation. 


with sov en June 18, 1 
SAte Nroctsial sor cén= 
Orfice oncraucsions. 


See eas 
‘dua Nateensnenen 


keD SINicleke <5 y Saceunbomlis. 
pe fd 
LO 7 oe 

mi 
neney <. id. 
Sonicr, Vico 


N) 


ish 


t 
gross Gelecsst 


° 
e 
“~ 
’ 


Enclosure 


ect Ur. Gi... Secoan 
Porartront of Lenber Tirns 
Yew York Stock Lichango 


Tir, doses: 0. Esrton 
Chie?’ of roierenoaier Increculens 
NHOSCLE LCG & snebain;c Consausdon 


IN EVIDENCE 


REDUCTION IN BOTH S!0RT 


ws owt 


June 2G, 1569, 
security positio 


Audit 10/21 
ph chen lenindthod 


Long valuations 
Short valuations 


Efforts are continu: 


and/or completriy eliminate: 
weeks. We continue to exploy 
@ssist our own tean of five 
project. 


‘ s 


iyeoo 


Nee 


AND 


$ 2, 
729 $i, 


our endeavors 
positions in the coming 


(2) Lybrand a 
persons cngsged 


tn 


ead 


6&5 
417 


to recuce 


uditor 


{ 
i 
i 
. 
' 
, 
: 
t: 
{ e 
t 
j 


Te es oy empennn 


Orem ae 


Oe Ce es oye me me enn me a: ae + eregerews so 


rv: 


—— 
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SCUEDULE "A" 


tom gar oes Spe i atalotinice. See pe yee 
REDUCTION hw hee EO? As wk Qe Pier TG 


pr ee Sienna sang a 
Cor Add fas ara ee Ge 1: 


As previously repor 
reduce ies shag in. our 
te projections made on a trad 
(6/26/63) - t i 
valuation ir 
Short valuct 
our originsl 
as of eee 


and $3,221 2, 


1oO 1 


ps. 
19) et $2 
ba 

Gg} 

to et 


ey 


sedan the valuations are being reduced continuously 
additional asslysis will b2 recuired in this account before it 


pelea 


-Can be effectively considered as "resolved". 


NYSE EXHIBIT AAA IN EVIDENCE 
Se Se et SV IU ENCE 


SCIEEDULE "A" 
Seis 


ON-CURRENT DIVIDEND 


Bed O20Cr 
ee 


woke. « 


The Dividend to remain a major 
Source of concern. Whore : vclieved that rea) 
progress ae been i montns results - when 


dnalizod - 


calculation 
previously re- 
6 owas due to an 
ge ne hag Which . | 
Another 
dus prinaridy 
informed that 
wn dua 


ree" 


wy 


4720 'd 
< \. 
to et 


ae Mey 29th mont} 
showed an increase of some Ss 
ported Sigeaes. Of 
erroneous compu 
purportedly a 
$ 165 * repre 
to redemption 
Ppracticcally « 
bills cre hon 
represents snr 
"current" div 
our conputat ious . 


rio is | 
rno 


$i et 


| 


ow 
O ot fo aa §2 


DM thin a 


tec 


3 We lost an assist in this 
Gepertscnt sce s@anin unce: ub (J) Individuals, 
Leonhardt-Sulliven, our cut : +, Gre currently 
‘working wi : pertinent 4 to provida us 
with 2ssistance I j i : the future 
problems. . 
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= cee UP OF TIT REORGANIZATICN ACCOUNT 
I 
Abatbisc- ita Usitenctis dev 445.50. 2s) nPi 


S ales agro cutee 


to bring 
It would 
analysis 
yas been 


No month cnd 
but will be providea vw: 


E-147 


NYSE EXHIBIT AAA IN EVIDENCE 


TIE ELININATION OF ERRORS IN CUSTO'ZR ACCOUNTS WITII 


TE EB TTT 
WaPnsis Ca Fai by Seuss sw UaSeacUutseb -~CCOL1S 
eee ne 


As previously mentioned tho iy 29, 1969 equity 
runs were not mado available to our Margin Departrent until 
June 16, 1259 and although extensive words has been performed 
with respect to reviewing the accounts, this job kas not 
been completed as yet. It is expected that the results will 
be provided with the July 15, 1959 report. 


For your infcrmation, the balances as per last 
report are shown: 


June 13, 1969 Bay 29, 1969 
(OUD) COGU) 


Unsecured Debits $ 242 ‘ $ 247 
Unsecured Shorts $ 267 : - § 288 
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The five (5) employees, previously referred to 
have completed their course in basic margin instruction. 


; We are continuing an in-house training progran 
and hope within a relatively short period of tine to expand 


this on a more formal basis. 
~* 


At the present time, we are negotiating with a 
senior clerk as well as a sunervisor ~- in our continuing 
efforts to upgrade this cepartment. 
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‘ ?. 


hi 
ri in: ails OO 326 Broadway 


que CONAED ce ome MCUOCTTD BBB New York, N.Y. 12005 
RR. Rector 3-7860 

ss , Members of 
‘ New Vork Siock fachange 

Aanerican Stock Exchange 

and other leading 

Stock exchanges 


duly 15, 1969 


Mr. Fred J. Stoch, Jr. 
Assistsat Vico irssicent 
Department of cicubcr Fires 
How York: ctoss. ochasse 

4 Sow Yori: Piaza = cist Floor 
At Eread & “ater Streets 

Hev York, Uew vork 10004 


~~ «2 an = CPOs rae 


Dear Yr. Stock: 


In accord¢ancs with the established rrocecures, 
2 ao eaclosint cur cculenontanly report csaserasi.5 Cone 
trol cf creracicss, ecuacule a, and tac conversion to a 
mow data processing systen, uchecuic 3. 


Echedule DB and tho attachments outline the 
alternate plan vo rave decicod to adovt for couverting 
the rosainin= carts oz our pet ob a overaticas. Your 
will note tat sutecatic Ce::puter Serviccs, icc. 32as- 

confirmed its ability to ac seacniien the conversion on 
Aucust 30, 1959. woe at Meusnnail ictesd to ta..c all 
the steps neccessary BO Tuat tota4u COUVETsION Udeu Can v2 
mot. 


Very truly yours, 
KeDOMELL & CO. INConroraToo 


Nenry C. 3. Linds 
GSonior Vico Prasicenat 
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ecs Ur. G. i. Newn» 
Department of itonber Pirns 
New York Steck Ixchance 
4 New York Plsza - 21st Floor 
At DCroad & Vater Streets 
New York, Ney York 10904 


bo, 
Ne. Jesenh O. Barton 
Cnief of Lroter-Dealer Inspections 
Sseuritios & c:chancte Commission 
23 Federal Flara 
Rev Yori, New Yor 


7 7) Somme 6 ©s Hames 


_. RECEIVED 
JUL 16 239°” 


G.H.N. 
MEMBER FIRMS 
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ct hates 


ry 


ome 


A WEANINGFUL REDUCTICN IN VOTH SHORT AND LONG 
at Te Pee - 


Researching has been completed with respect to 
the October 31, 1968 audit ditte: neces and with tac ex- 
ception of two security positions; o11 others hive been 
adjusted, transrerred and/or linudicated. (Tnese two 
positions: are now being adjustcd). 


The remaining open stock record diffexences 
appearing on our records and still being researched are 
those resulting from the special count we had maco as of 
April 24, 1969. The comparative results for tbe two 
most recent reporting dates are 2s follovs: 


WZ/11/68 
Tou; 


Long valuations $ 1,463 X% 
x 


Short valuations 603 


The valuations reported above are based on 
April 24, 1969 market prices and hive not been adjusted 
to reflect the current market cecline. Remaining cpen 
positions have now been individually key punched and 
future reporting will be made to reflect current market 
waluations. : 


We continue to enploy two Lybrand auditors to 
assist in our program to climinate these stock record 
_@ifferences. 
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SCICDULE “A” 


* 


REDUCTION IN T'E ERROR ACCOUNT RNIFLECTING A CLEANING 
oe - . a 
Jas Sore ie Cae ee ee er poate Teg 


The tabulated valuations reported as of 6/28/69 
were S$ 713 \ long and 5 S76 X snort, both of which were 
Slightly higher than anticipatec in our prior reporting. 


After applying known adjustments the current 
@mounts are $ 446 \ lonz and $ 260 X snort and orders are 
being entered to cover and/or licuidate these positions. 


There are, of course, other vositions which, under 
eon veluod. Our continuing 
“review and researching indicates, however, tiunat no suvstantial 
adjustznent would be made to the cbove reported amounts. 
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SCHEDULE "A" 


A REDUCTION IN TIZS NON-CUF T DIVIDEND SHORTS, 
BOT £Gsci asd Si Clan 


Unfortunately, progress rerains slow in the 
Dividend area and the results have been dis2ppointing to 
date. This month-end showed a decline of approximately 
$200 X over the prior reporting, but still leaves a 
hard core of anproxinately 3 5C0 “which covers outstanding 
clairs for 1957 and 1965. . 


Leonhardt-Sullivan, our outside consultants, 
are still rorking in this area and we have obtained a full- 
time experienced clerk (through an outside agency) to assist 
in researching the older clains. 
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THE CLEAN UP OF TIT RECNGASIZATICN ACCOunt TO 
MUI dice UnlUanl le 2c! ge REPRO ATE 


te ACCUL A L 


Unlike the Dividend Department progsess of a 
substantial nature continucs to bo sade in this account. 
The reported scsition as cf June 235, 1962 sauved 9 dsbit 
palence of $ 177 X with security valuations oz 5 1562 X 
long and 3 2125 X short. 


Inasmuch as this account is uncergoing continuing 
research, review and adjustment the figures snould not be 
considered as being final nor indicative of petential loss. 

The most recent fisures cs of Fricay, July 11, 
1869 have been veported as follows: 


Long valuations $ 1262 X 
Short valuations $ 1231 X 


Debit balance S$ 154 X\ 
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SCHEDUL™ "i." 


se $5 7s ene re S ACCOUNTS top mmes 


“— we eee at wwe Yew fF hae 


The iiny 29th equity runs, whic. 4s previously mene 
tioned were received on June 16, 1969, nave peen the subject 
of concerted review to date. To refiect the information as 
Clearly as possible, the follewing cwadbie is prescnicd .to 
compare the infosuation a3 nroviously reported with the results 
as evidenced by the May 29, 19sy9 anulys:s. 
BALANCES «435 OF 


Additional 
Prior Current April & bey Present 
Report Status Items Total 


‘Unsecured 
Shorts S$ 267 aie § 213 & $ 151 w S$ 364 i 
Unseevred J 


4 - 4 . 
Debits $ 242 Nu § 223 & 43 i $ 272 


The above presentaticn is not necessarily complste 
dnasmuch as the April and way additicas are wot vot finalizcd. 
The amounts as shown represent the facts ce of tiis present 
reporting but it is e: spected that weere the analysis has been 
completed these will Se further redcetc. Ve navs undertanon 
to forward to ow trancn = the details unde lying tie 
above tabulation requesting that they, in turn, apprisc us as 
to any crrors. Tne aces si.oulc aide in resolving any 
erroneous positions now ceinrg reportesc. 
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SCHEDULE "a" 
ee 


TIE STRENSTIZNING or 


X YS pihoge 
enteritis 


« 


Traininz of our nar 


Sin clerks is continuin-~ 
at the ASIF sessions a 


°C, both 
nd in-house. 


We have employed a senior clerk and as Previously 
reported, are still negotiating with a Supervisory clerk to 
Strengthen the WTS Sor as Studs Separtmons, 
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SCHEDULE "5" 


McDCNNELL & CO. INCORPORATED 


" DATA PROCESSING CONVERSION 


As set forth in our report of July 1, we are pleised to sulmmnit 
$© you copies of letters from Automztic Computer Services (ACS) aad 
Peat Narwick liitchell & Co. (PMM). The ACS letter sets forth a 


proposed automation schedule and the PMM letter of July 14 comments 


on the feasibility of this program. Tlie PMM letter of July 11 


describes their support effort to be mace available in this conversion. 
The decision to implement the ACS system and susrend further 
work on "SECURE" was imide in recognition of ACS's proven past 
performance record and the urgent requirement that the books and 
records of McDeancll be kept on a: timely basis. The McDonnell 
organization has been informed of this change in policy and all kmaloyees 
have indicated their willingness and ini to abide by the ticht timetable 
nies to insure success in thes conversion. It is recognized by all 
concerned that the more fact of conversion to a proven system wil) not 
cure the problems but it is the hope of management that with up to date 
daily and weekly reports, the operating departments of McDonnell will 
be able to resolve and eliminate the conditions causing capital penalties 
in the computation of the Al ratio. 
Attachments: ACS letter July 11, 1969 


PHO letter July 13, 1969 
PMM letter July 14, 1969 


PLAINTIFFS' EXHIBIT 63 IN EVIDENCE 
LN EVIDENCE _ 


August 27. 1969 


McDonnell & Co. was discussed at the coordinators 
meeting this morning. 

Harry Lindh had reported that the conversion to ACS 
was progressing Satisfactorily. This morning they were in 


the process of converting P & S and it was going better sence 


expected. Stock Record would begin late today or early ia te 


tomorrow and entire System will be converted Sometime during 


the weekend. Lindh indicated that the conversion would 
faciliatate the delivery of accounts out and thus make the 
Sale of branches easier, 

Three offices had been Sold to Bache and they had closed 
the Doylestown, Pa. branch end were asout to close Philadelphia. 
Negotiations were underway for the sale of a New Jersey branch 
to Harris, Upham. The Chicago branches had been consolidated 
as had the New York C} .ty offices, 

’ Lindh indicated that at this time the capital ratio was 


about 1770% using the tax refund as good capital, 


Wie 
Lae 4 


| SIS @ oe © em ome ewe anes. 
me 


& 


7 


v 
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a) ; 4 
f ) | ; ih REPLYING Mrehe QVOTE 


UNITTO STATES wu fiars 
SECURITIES AND EXCHANGE COMMISSION At ——— 


REGIONAL OFFICE MY € 
26 FEDERAL PLAZA 
New York, N.Y. 10007 pa om 


August 28, 1969 


Mr. P. Fitzgerald 
Department of Member Firms 
New York Stock Exchange 
Four New York Plaza - 21st Floor 
At Broad & Water Streets 
“New York, New York 10004 


Dear Mr. Fitzgerald: 

Mr. Mare Epstein, an attorney on our staff, has 
requested that you furnish him with copies of memoranca 
and correspondence that he has examined in your offic: 


pertaining to McDonnell & Co. 


Your cooperation in this matter is appreciated. 


Very truly yours, 


KEVIN THOMAS DUFFY 
Regional Administrator 


Michael L. Blane 
Chicf Atcorney 


-¢ a 
cory si 
I DASNTS 
ee atk cag 
“NRE 
fea et fay! 
“7 . 
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Auguste 28, 1949 
Mr. Mare Epstein 
Securities & Exchange Cossnission 
26 federal Plaza 
New York, New York 
Dear Mr. Epstein: 
Enclosed please find documents relating to NM:D90anell & 


Company requested in your letter of August 28, 19°62. 


Very truly yours, 


Paul H. Fitegerald 
Assistant Coordinator 


Enc. 
PHF itzgerald:mat 
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; ap’ 
N*Donnelleco — mn 


tlamces rey eee S 


Rector 2.7800 


acc TB bebe 


New York Stock Fu bane 
Amencan Stack te ta ce 
and other icading 

Buch euhso.. 


September 4, 1969 


S (008 


oer 


Ur. Fred J. Stock, Jr. es 
Assistant Vice Fresiden 
Departnent of Nenber Firms 
New York Stock Lxchange 

4 New York Plaza - 21st Floor 
At Eroad & Water Streets 

New York, New York 10004 


Dear lr. Stock: 


In accordance with the established pro- 
cedures, we enclose our Semi-monthly report con- 
cerning control of operations, Schedule aA, and 
the conversion to a new data processing systen, 
Schedule B,. 


Very truly yours, 


BiCDONNELL & CO. INCORPORATED 
sf J / ly. 


Se Oe 


Henry C. B. Lindh 


Senior Vice President 
¥ 


Enclosures 


ce: itr. Joseph 0. Earton 
Chief of Brotheor-Dealer Inspections 
Securities £ ‘s:chante Conuission 
25 Federal Flaza 
New York, New York 


E EXHIBIT occ ix EVIDENCE 


a 


EXHIBIT A 


3 


No sienificant changes have taken place in 
accounts being weconesies “as reported in previous 
Exhibit A. This temporary halt was occasiorsd by 
the conversion of all accounts to a revised data 
' processing systen. Accelerated reconciliation efforts 


are now in process. 


-* 
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EXHIBIT B 


The conversions of all accounts in the firn 
of UcDonnell & Co. Incorporated have been effectively 


implemented. On August 22, the P & S processing was 


“ior -erted to the iCS method of handling. Over the week- 


end of August 29/September 1 all other accounts in the 
firm were converted to the ACS data processing systen. 
Stock records and trial balances were proofed prior to 
and subsequent to conversions and all details in both 
records were individually proofread to insure complete 
and accurate transfer. All margin accounts and cash 
@ccounts were printed in detail and available in the 
Margin Department prior to the opening of business on 
September 2. These accounts are now in the process of 


being compared to the TF «cords and SNA record balances 


‘are being carried forward where applicable. No report 


can be made with respect to daily work as the systen is 
in its initial start-up phases. Current indications are 
that data processing is considerably more accurate than 
bas been experienced in the past as well as being 
completely up to date. Further details concerning the 


conversion will be provided in the next report. 
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October 29, 1969 


vitae we 


MeDONNELL & COMPANY, INC. 


MeDonnell and Paul McDonald met 


Messrs. T. Murray 
and Newman this afternoon. 


with Messrs. Bishop, Stock 


reported that the stockholders 


Mr. Peul McDonald 
alization plan on October 27th. 


had approved the recapit 


He then reviewed the past recent history of the 


firm mentioning that it had been practically cut in half 
in August end that with a loss of $1,500,000 in September 
and possibly the loss of another $1,000,0C0 in October, 
he wanted to report on the future of the firm. He aen- 
tioned that the revenues had not increased enc he cannot 
forsee en increase in th 


em in the near future; that merger 
talks were not in the cards, 


partly because c= business 
conditions, and seconcly because the larger zi=ms really 
did not need “icDonnell and smaller firms could not take 
them on and that, 


above all, people were just afraid of 
possible contingent liabilities. 


The decision has been made to boil the firm down 
into a New York City Company. The 400 Park Avenue office 
hopefully will Secone strong in the retail erd, and the 
120 Broadway office strong in institutional business. 
Probably, the cecision will be to keep the Paris office. 
This is tne decision that the McDonnell family has mace 
that will tat:e the firm into the future. Mr. MeDonale 
stated that according to the firm's calculstiens the net 
worth is about $9,300,000 and he assured us that capital 


requirezents are being made; the ratio at the moment 
being 1,550%. 


It is expected that agreement will be entered into 
“to sell five branches; Boston, Chicago, Detroit, Denver 
and Century City ze Shearsen Hammill & Co., Ine.. ets 
-expected that before the day is over the Sen rrancisco 
office will be sold to another firm. Mr. McDonnell did 


not mention the name of this firm. 


E-165 


ne LEE I ELL CL CLAD 


NYSE EXHIBIT DDD IN EVIDENCE 


age 


He stated that according to Shearson Hammill & Co., Inc., 
and the other firm, the accounts of these offices could 
be taken over in a matter of weeks but he was not sure 
that “cDonnell could deliver them that soon. Mr. McDonald 
assured us that there was no thought at all of closing 
the business. 

Mr. T. Murray McDonnell then mentioned that he was 
happy to announce that Paul McDonald had accepted the 

otpemi tc. Ut eeiicnt end Chief Executive Officer, 


ca ee ee wen ae 


! 
1 
' 
| 
4 
{ 
{ 
i 
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October 30, 1969 


The Honoreble Hamer H. Budge 
Chairman 

Securities and Exchange Commission 
500 North Cspitol Street, N.W. 
Washington, D.C. 20549 


en ee 


Dear Chairmen Budge: 


oy 


You will recall that at our meeting before the 
Commission on October 24 you were promised written summaries 
regarding the firms of Amott, Baker; McDonnell & Co. and 
White & Co. Enclosed are memoranda on Amott, Baker & Co. and 
McDonnell & Co. which cescribe the problem, the cause of the 
problem, the current status of the firm, and the progr=m for 
resolving the firms' problems. The memorandum on White & Co. 
will be sent to you tomorrow. 


We trust that these summaries will answer your 
questions regarding these specific firms and will demonstrate 
the control which the Exchange has on these cituations. We 
firmly believe that the present course of action in each of 
these situations is the one that is most in the interest of 
the firms' customers as wéll es providing a rapid solution 
to the problen. 


Should you have questions on these summaries, please 
do not hesitate to contact us. 


Sincerely yours, 


TSignezy R. Sotin Cunningiiam 


* 


ec: Donald L. Calvin 
BJCunningham/FJStock: jt 


Btn ode owt kh * 


_* 
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McDONNELL & COMPANY, INC 


Face NO Sa 


Basic Problem 
Declining volume and substantial expenses from a new 
computer system which did not work caused operating losses 


which resulted in capital violation. 


—Background 


The daily trading volume of the firm rose from about 
900 trades a day two years ago to about 3,500 trades a day 
in mid-1968. In an effort to handle the increased volume, 
the corporation in 1967 retained the firm of Data Architects, 
Inc. as consultants to design a complete system for process- 
ing securities transactions from the inception of the order 


to the delivery of the security. 


The proposed new system required more sophisticated 


hardware and in April, 1968 an IBM 360-40 data processing 
computer was installed. The installation of the IBM 360-40 
required the planned removal of one of the two NCR 315 
eupoties which was being utilized. From April 1968, until 
the middle of 1969, the corporation was processing its entire 
computer output on one-half of the equipment previously 
available, as the IBM 360-40 was devoted entirely to testing 


of the new system. 
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During 1968, the corporation incurred additional expenses of 


some $1,000,000 incidential to the undertaking of conversion 
to the system, with resultant impact on earnings and hence 
on capital. 

The target dates for conversicn to the new system which 
was to be accomplished in tions wee were moved back from 
April 1968 and it was not until March 17, 1969 that the 
first stage of the new system, after several very unsuccess- 
ful attempts, became operational. 

The firm was restricted by the Exchange in March and 
April 1968 and again in February 1969. Bookkeeping errors 
at these times had created needs for additional capital 
' which was added by the firm. In August 1969, however, 
the firm was unable to raise sufficient additional capital 
to replace its operation losses and determined to sell 18 
offices as well as two seats on the New York Stock Exchange 
and one on the American Stock Exchange. 

: Paul McDonald, an executive with experience in reorgani- 
gation of troubled businesses, was appointed Agent of the 
Corporation to conduct the business of the corporation. He 
instituted a drastic program of cost reduction which together 
with sharply reduced aggregate indebtedness and liquidation 
of firm and subordinated positions appeared to keep the firm 


in capital compliance in September. 
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The firm equity was depleted to the point of not 
meeting Exchange requirements. Consequently, stockholders 
representing over 51% of the ownership and $8,800,000 of 
subordinated accounts agreed to a denegintantion in which 
sufficient subordinated loans are being converted into 
equity to restore the firm to compliance. 

In Mid-June 1969, the corporation was advised by Data 


Architects, Inc. that it would be unable to meet the new 


——— ae oe oe ee me oe 


target date of June 30 for complete implementation of the 
first phase cf the conversion. 

In retrospect it is apparent that the death of the 
firm's Executive Vice President in mid 1968 and the illness 
and subsequent death in 1969 of its Operations Vice President 
ereated a serious lack in decision making at the firm. 


On July 15, 1969, the corporation notified the Exchange 


that it had decided to adopt an alternate plan te convert 


its back-office operations utilizing the facilities of 
Automatic Computer Services, Inc.. Successful conversion 
fo the Automatic Computer Services, tae, was made over the 
Labor Day 1969 weekend. An Exchange examiner visiting the 
corporation on October 8-10, 1969 reported that the books 


and records were being msintained on a current basis. 
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On September 16, 1969, the corporation iikedvena « 
projection which was based on a reasonably active stock 
market which showed an operations loss for August of $1,158,000, 
en estimated loss in September of $715,000 and a projected loss 
in October of $230,000. 

While the corporation had anticipated that the loss 


for September would approximate $725,000, it has been re- 


ere ee deat tectecemdy aetttiicadlliee ante danttettivenctiten, attiied 


ported that the actual September loss was approximately 
$1,500,000. The increase in the loss over that estimated is 
lergely represented by the fact that the commission income 
decreased $432,000 between August and September and that the 
corporation was obliged to rescind trades in Roto-American 
hate wicandinnciinn $175,000. 
| The delivery of assets of the sold branch offices continues. 

The corporation presently has nine remaining branch offices. 

The sale of the McDonnell Fund, Inc. to Scheinman, Hochstin 
& Trotta, Inc. for a price of $650,000 is slated for December 12, 
1969 subject to the approval of the fund's shareholders. 

Since February 1969, the corporation has furnished the 
Exchange with weekly estimated capital computations and, 
beginning in April, with semi-monthly reports concerning control 


operations and the conversion to a Data Processing System. 


The corporation has submitted copies of these reports to Mr. 
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Joseph 0. Barton, Chief of Broker-Dealer Inspection, 


Securities & Exchange Commission, 26 Federal Plaza, 


New York, New York. 
These reports have shown that progress is being 
made in: 


1) Resolving short and long securities 
differences (of approximately 4,000 
differences discovered by a special 
count es of April 24, 1969 only five 
short positions remain as of October 
15th. Subsequent cycle counts have 
disclosed fewer differences with each 
report.) 

A reduction of the "errors" account 

reflecting a cleaning out and elimi- 

mation of these iter: not clearly 

“error" ("errors'' va.sued at $5,471,000 

long and $3,221,000 short as of January 

30, 1969 have been reduced to $596,000 

long and $234,000 short as of October 

15, 1969). 

The clean-up of the reorganization ac- 

count to eliminate items not appropriate 

to this account (outstanding items from 

prior to August 28, 1969 have been reduced 

to long valuations of $326,000, short 
valuations of $442,000 and leger credit 
balance of $19,000). 

The elimination of errors in customers' 
accounts with emphasis on partly secured 

and non-secured accounts (as of October 

15, 1969 the customer account remaining 
balances were unsecured shorts of 244,000 

and unsecured debits of 37,000). 

The strengthening of supervision over the 
Margin Department (ACS conversion has provided 
some up-to-date reports which assist in exer- 
cising controls in this department. The 
‘relatively smooth conversion to ACS has enabled 
the firm to maintain its record keeping system 
with its own personnel on a daily basis and 
has also enabled them to reassign the work force 
to problem areas. 
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The reports also indicate that slow progress nad _ 
been made in the area of non-current dividends. 
If the plan program does not result in elimination 
of substantial losses by November and continued capital 
compliance, the Exchange will consider further sales of 
branch offices to further reduce aggregate indebtedness. 
The firm reported on October 29, 1969, that they 
have re-estimated their loss for October to be $1,000,000 
and that revenues have not increased and it does not 
eppear that they will in the near future. As a result 
the firm has decided to consolidate into a New York City 
firm possibly retaining their Paris branch office. The 
one New York office would be primarily involved in retail 
business and the other in institutional. The remaining 
offices will be sold, five of them possibly to Shearson 
Hammill & Co., Inc., and the other one to another member 
firm. They indicated that he transfer of these accounts 
could probably be effected in a matter of weeks if McDonnell 
aie dativac them that soon. They assured us that there was 
mo thought of closing the business, with the firm's net worth 
of about $9,300,000 and with capital requirements being met 


(current ratio 1,550%). 


Mr. T. rurray McDonnell advised that Paul McDonald had 


accepted the position of President and Chief Executive Officer 


of the firm. 
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November 12, 1969 


Mr. Robert A. Spies 
Department of Member Firms 
New York Stock Exchange 

4 New York Plaza - 2lst Floor 
at Broad & Water Streets 

New York, New York 10004 


Dear Mr. Spies: ‘ 

In accordance with our agreement to furnish you 
with a weekly capital computation, we enclose our estimated 
capital position as of November 7th, 1969. 

Very truly yours, 


McDONNELL & CO., INCORPORATED 


Henry C.B. Lindh 
Senior Vice President 


HCBL:bf 


enclosures 


ce: Mr. G. H. Newman T. Murray Mcconnell 
Department of Member Firms Paul K. McDonald 
New York Stock Exchange Ira Kapenstein 
Owen W. Jaeger 
Mr. Joseph O. Barton David W. Rome 
Chief of Broker-Dealer Inspections 
Securities & Exchange Commission 
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MeDONSELL & CO., INCORPORATED 
ESTIMATED CAPITAL POSITION 


NOVEMBER 7, 1969 


Aggregate Indebtedness : $61,310 .000 
Net Capital (1) $3,695 .G00 
——————— 

Capital Ratio (1) “11,6597 
Ss 

Market Value of Proprictory Sccurities $2,700,000 


Net’ Worth $8,730,000 


NOTE: 
(1) After deducting the following computed as of August 28, 1969: 


Market value non-current short 
« dividend positions - 100: $1,044 ,000 


Market value short security 
differences - 302% ‘ = 


$1,044,000 
ae oes 


Before deducting above: 


set Capital $4 739,000 


Capital Ratio 1 294°, | 


re aes: 
one 
te atte et canal ile, coals nemeon. 08 | eeannaeamcaatee 
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McDOISELL & CO., INCORPORATED 


AGGREGATE INDEDTEDNESS 


November 7 October 31 Increase 


1969 1969 ; (Decreasc) 
‘Money Borrowed = Customers + $30,100,000 $30,209,000 $ (100,000) 


Securities Loc:ned ‘ Cuntomers 3,760,000 4,310,000 (550,000) 
Securities Failed to xeceive - Customers 4,450,000 2,950,000 1,500,006 


Customers Free Crecit Lalance 7,620,000 7,620,000 -0- 


Customers other Credit Balances 13,300,000 — +‘-13,300,000 «0« 


Other Liabilities 2,080,000 _ 2,980,000 -0- 


2 $61,310,990 $60,460,000 
MRE ES 


NYSE EXHIBIT HHH IN EVIDENCE 


McDONNELL & CO,., INCORPORATED 


RET CAPITAL 
(Under Rule 325 NYSE) 


Estimate October 31, 1969 $3,710,000 


Deduct: 


Increase in penalties on firn accounts © 15,000 


Estimate Novecber 7, 1969 : $3,695,000 
. Sao 


septate li oneal eA OEE Es po a St DTN 
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MCDONNELL & CO., INCORPORATED 
PROPRIETORY SFCURITICS 


ROVEMEER 7, 1969 


Securities borrowed under subordination agreements 
Securities owned by firn: 


Arbitrazged positioas 

Municipal bonds deposited with clearing organizations 
Corporate bon! trading positions 

Other trading and uncerwriting positions 

Error positions (princirally fail buy-ins etc.) 


Securitics not readily =carketable 
(Investcent account) 


« 


’ 


eee 


| 


Estimated 


Markee Value 


$3,270,000 


345,000 
273,000 
1,387,000 
368,000 


3,177,000 


$5,550,000 
__880,000 


$9,706 .000 


E-178 


PLAINTIFFS ' EXHIBIT 109 FOR IDENTIFICATION 


a 


December ge 2:30 = Comaission Room 
SEC = Washington, D. C. 
Present: 
Commissioners = Budge, Owens, Smith, Needham and Herlong 
NYSE = Haack, Cunningham, Bishop, Calvin 
SEC staff - Pollack, Barr, Sporkin, Rappaport, sinianitie 
Fina, me Bloch 


and others. 


a mb & sooner eee) ,, 


om 


Chairman Budge = Please give a rough evaluation of 
solvency of the firms on the Street. 


And an analysis of Hayden, Stone and Dempsey-Tegeler 

and any other problem firms. 
ie 

SS 

Cunningham - About eight firms in capital violation 2 


or near i1500% . Some firms are critical. 


Chairman Budge = What co you mean by critical? 


Gumninghan - (Discusses Amott, Baker) 


Commissioner Owens = Understood going to contribute 
$10,000,000 to that firm. 


Cunninzhan = No, that was Gregory & Co. 
(continues discussing Amott, Baker) 


Chairman Budge = Do you think your reporting procedures 
are adequate when firms get in trouble? Do you think 
the early warning system is doing the job? 


Cunningham = (Discusses what is being done) 
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Haack - Some members having been giving selves credit for 
restricted stock. Bringing this to the attention of members. 


Chairnan Budge - Still would like an appraisal of "do we 
have something to worry about here.” 


Cunningham - (Discusses situation) 


Chaimnan Budge - We are having trouble getting a good evaluation 
of whether there is something to worry about. 


Chairman Budge - I gather that if there is something that the 
Commission should be doing that you will teli us. 


Cunningham - Yes, sir. 
Chairman Budge - Let's move on then. 


Cunningham - I will recap the 5 - 6 firms that have problems 
and then move into other firms. 


Chairman Budge - Start with Dempsey Tegeler and Hayden, Stone. 
Cunningham - (Discusses these two firms) 
Chairman Budge - What is Dempsey Tegeler's capital ratio? 


Bishop - Might need $3 - 5 million before they get to 2000 
percent, 


Chairman Budge - If $6 million loan not ak tal do you 
plan to do amaernang? 


Cunningham = ( Made good progress thus far in five weeks ) 


Bishop - I£ down to 2000 percent in January and continue to 
deliver out accounts, clearing records, etc. will probably bring 
them to 1500% in say six weeks. 


Commissioner Smith - Does this firm have the management to 
continue to be a viable — Is a man from Haskens and Sells 
running the firm? 


Co missioner WN sities - Question aout Dempsey Tegeler. Did 
you say they are not liquidating securities in their sub- 
ordinated accounts? 


eo * 


+ acts we a nee eg OE renee 
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Bishop - No, they have not ( explains why ) 


Commissioner Needuam - Certainly something you would require them 
to do if necessary? 


Bishop - correct 


Commissioner Needham - Understand Dempsey Tegeler has about 
$600.00 in stolen securities that they received from Hayden, 
Stone. 


Bishop - I don't know that 


Commissioner Needham - I have a feeling that don't understand 
the stolen securities problem and I would like to come back to 
it at some later meeting. 


Commissioner Smith - Is this subordinated securities account 
locked in? 

Commissioner Needham - How is it that I know that Dempsey | 
Tegeler has $600,000 in stolen securities and you don't know 


it. Who on the staff knows? aL 


Staff - Both Dempsey and Hayden Stone have told us. 
Cunninghan - (Discusses lost and stolen securities claims) 


Cunningham - They could probably raise the money($650,000) if 
they were not on restriction with the SEC. 


Chairman Budge - We told then, if they could raise the money, 
that we would remove the restriction. 


Commissioner Needham - I would like to ask the staff. 

Kevin Duffy* - They asked for a specific capjtal figure - I wld 
that if we disallowed all "ify" items it would be $§ million. 
But asked them to come up with their figure. 


Our restrictions would be set out in a letter and lender 
would have to sign the letter. 


Commissioner Needham - You're telling me thac Hayden Stone 
not willing to discose financial position to the lender. 


*® SEC Regional Administrator in New York 
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Comnissioner Smith = I don't understand the problem = if raise the 
capital will be oft restriction? 


Kevin - Question of how much capital that must be raised = about 


$4-1/2 million. 

Commissioner Needhasa = Can't understand why Hayden, Stone con= 
fused. Commissions position is clear. Has NYSE and NY. regional 
office of SEC sat down to discuss this? 

Kevin - Not recently. 

Commissioner Needham = Wonder if removing restriction is a 
bargaining tool for raising 4 certain amount of capital. re 
we saying might do it if raise $5 million? 


Kevin = No we are being quite specific. 


Chairman Budge - Do rules of Exchange permit counting tax 
claims, etc? Or are you waiving your rules? 


Canningham = No ( Discussion) 


Chairman Bud-e - At what point do you give 30 days credit for 
insurance claims? 


Cunningham - Received letter from Pollack today. 


Commissioner Needham = Did you receive that letter today? If 
I had knowmif your letter was here I would not have mailed the 
other letter. “ 


Commissioner Needham = Getting little confused. Like to clarify = 
the treatment affording Hayden Stone = Do you expect that member 
firms be allowed this type of capital treatment in the future? 
Cunningham =< (Discusses insurance claims) 

Commissioner Needhan = Staff informed me that if we have a 
broker-dealer in ne~ capital violation we close the firm immediately. 
What are you learning by this experience? 


Commissioner Needham = If situation repeats itself, the Commission 
could expect a work out rather than a close down. 


Cunningham <- Yes: 


E-182 


PLAINTIFFS' EXHIBIT 109 FOR IDENTIFICATION 


a ae 


«§ « 


Commissioner Smith - Well maybe a Pickard 


LS 


Commissioner Owes - Or a merger situation 


Chairman Budce - That troubles me. We have an obligation to 
See that our rules are enforced and some obligation to see that 
your rules are enforced. 


Cunningham - Well, we think it is in the public interest . 
Chairman Budze - To allow a violation of your own rules? 

Haack - Some of our Governors and our lawyers are concerned 
but this is the brinkmanship because of the impact on the 
customers if we closed the doors. 

Chetraan Budee - But if have a net capital rule and permit firm 
to accept new customers. Who has the responsibility if someone 
is hurt? 


. Haack - Exchange and its members have a great responsibility. 


Chairman Budge - Let's get specific - what is the responsibility 
in say @ case like Hayden Stone? 


Commissioner Smith - When Ira Haupt occurred, no special trust 
fund but no cuscomer wés hurt. 


Question asking - if Haydeu Stone or Dempsey Tegeler 
had to be closed - is thers wy change in pudlic 
responsibility of the Exchange beyond the $20 millioa 
trust fund? 


Cunningham - Moral - yes Legal - no 
Chairman Budge - Don't know what that means 


Haack - Our obligation increases as we allow firms to work 
problems out. 


Commissioner Smith - What if that exceeds $20 million trust 
fund. Have there been any discussions about increasing the size 
of the trust fund? 


Cunningham - Yes ( discusses - Frankhauser task force ) 
Not convinced that-is the answer - 4 . 


E-183 


PLAINTIFFS ' EXHIBIT 109 FOR IDENTIFICATION 
= 2 


Commissioner Needham - Then what is the answer? Getting into 
philosophy now which no= really pertinent. 


Chairman Budge - I disagree, we have a right to know what the 
Exchange plans to do if they turn out to be wrong in these 
problem cases. 


~? 


Commissioner Needham - Perhaps the Exchange is attempting to 
assume too much responsibility - How do you feel about a 
program like the FDIC? If can't answer how much you are willing 
to commit - What about the FDIC concept? 


en ee 


Commissioner Needham - Problom is what is the Exchange willing 
to do if finn has a problem? We - SEC - nsed cto know wnat NYSE 
is willing to do. 


* * * 


Commissioner Neecham - Does the staff have comments about legal 
rights to not permit withdrawal of subordinaced capital? 
Chairman Budge - W2 would not permit this under our capital 
vules why snould we exempt your capital rules where this is 
treated differently? 


Haack = I would favor changing our rule to track with commission 
rule. : " 

paver)? 
Cunningham and Bishop = Wea agree 


Commissioner Needham - Isn't it tine to restady capital rules 
and maybe come up with a uniform treatment - maybe a new approach. 


Other exchanges rely on NYSE to police dual members. 


Are you telling the NASD and other exchanges of dual 
member problem firms? 


Time has come to sit down = on a prospective basis - on 
what should be done. Concerned with the public interest. 


Haack - No question about that. 


Chairman Budge =< Please go back to your presentation. 


Cunninghan - (Begins discussing Gregory and others) 


Commissioner Smith - Do you have any estimate on recapture 
of special crust funds in Gregory? 
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Haack ~ Abdout all of it. 


Commissioner Smith = I have heard thac DuPont's situation was 
not good, 


Cunninzham = (Discusses DuPont situation) 


Commissioner Needhan - Who is DuPont~Laird? Not a conduit fo 


foreign money is it? Not Eurodollars is it? 


Would you pick this up in reyhewing the subordinated 
account? Would you know if $s came from a Swiss bank account? 


I am just asking ~ I don't know if this is involved. 
But you have procedures whica would detect 1= this is Swiss bank 
account money. 


Commissioner Smith = Is DuPone one of the firms that is losing 
money? 


Commissioner Neednan ~ This firm leads the hit parad 


customer compiaints . 


Commissioner Neecham This is an indication that they are 
sti ving pro 


Cunninghan - (Discusses DuPont and other problem situations) 
Commissioner Needham = Waat about lease~backs? 


Bishop ~ (Discusses lease~back situation ~ One place where 
NYSE rule is harsher than the SEC voles) Se” * 
~~ orn 


Commissioner Needham - Should, the Legal opinionsbe included 
under SEC rule 1/a~5 as experts under che Act? 


if 
Bishop = Why not wait and see what results. 
pte 


Cunningham = (Discusses oe + statistics) 


Chairman Budge ~ Does it concern you that che coal from the 
Six Gays in October have not gone away? 


Cunningham ~ Have gone away (discusses "fail" statistics). 
Will be a drop in the report for December, Two week cycle ~ 
up then down. 


Chairman Budge = ‘when will fails go down? 
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Cunningham - (discusses fails) still making progress. 


; : 
Chairman Budge - Looking at the page where stated that 3.2 days 
is normal, than say "same time in 1968 the figure was 2" days. 


Cunninchan = Volume up 29% in October, down __% in November, have 
already caught up with the increase. (Discusses aged faiis) 


Comnissioaer Smith - Recall then when aged faiis got manageable 
we were going to look at fails of less than 30 days old. Is it 
time now - since 30 day aged fails are down = shouldn't we set 
a new work goal, i.e. shorter period than 30 days? 


Cunningham - Hope to Lavé a "fail less society" for NYSE stocks. 
Commissioner Smith ~ Isn't that somewhere down the road? 


Cunnincham - Is a Goal for 1970 for the NYSE. Problem is not 
NYSE stocks. 


Chairman Budge - The problem is the OTC stock in the NYSE firms. 


Commissioner Smith - Still suggest that consider taking a shorter 
work period than 30 days. Start thinking about 25-20 days. if 
Wrong to let people think that if is in 30 days it is okay. iF 


Commissioner Smith = Interesting to see what portion ( or percent ) 
of the 1968 - 1969 volume figures are block trades. 


Chairman Budge - Does that mean that the volume discount income 
is 7% less? 


Bishop = No 7Z less volume but 20230% less commission income. 


Chairman Budge - Helpful to us to have that figure - which we 
will probably get at the end of the year. 


Cunningham + (Discusses audit extensions and customer complaints, 
CCS). 


Cunningham - (Discusses bank and clearing problems 
OTC clearing 
Bank transfer facilities 
C.0.D.'s 
Physical handling of certificates 
Each of machine readable documents.) 


Haack ~ Discusses meeting with the banks. 
Commissioner Needham ~ Been suggested to SEC that the banks 


@re che SEC’s problem. Requires coordination = of which banks 
are’ but a part - maybe SEC could play this role. Establish 
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a task force, SEC lending its prestige and good offices. How 
do you feel about this as an SEC activity? 


Cunninghan = Maybe able to address quicker through what we have 
done working through CCS. Try and get First National City and 
another bank in CCS in say 6 months. If so we could come back 
in 6 months. If not work, we would come back in 6 months. 


Commissioner Needham - Is Arthur Little Report better than 
North Anerican Rockwell Report? 


Cunningham = Yes ( discusses reports) 
Comnissioner Needham = So many studies - feel that somebody is 


trying to redesign the wheel = when comes to implementation = 
differences in opinion as to what should be done, 


Chairman Budge = What about cusip? 


Comnissioner Needham = Saying no need for Commission to step in 
at this time? 


Cunningham ( Discusses program with the banks ) 


Commissioner Needham « What representation from the regional 
exchanges? 


Cunninghan = None 


Commissioner Smith = Is there any value - in dealing withbenks = 
in bringing the bank regulatory agencies into the matter? 


Commissioner Sm.= = Have we seen the audits of CCS? 
Cunningham «= Happy to supply it. 
Commissioner Smith - Would be of interest to see the audit report. 


Commissioner Needham = What would be a reasonable date to assess 
whether banks will follow through with participation in CCS? 


Will you let us know how you make out? 


Cunningham « (Discusses Federal Reserve and bearer treasury 
instruments = banks cooperated fully) 


" Hope in year 1970 to have all clearing banks in CCS. 


Haack «» Have indicated to regionals that there will be a 
Satellite system around the country. 
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Commissioner Smith - Be interested in knowing status of machine 
readable certificates and registrars. 


Commissioner Smith - Haven't said anything about registrars 
publicly. 


Cunningham ~ Intend to allow transfer agent to be registrar. 


Commissioner Smith ~ Separate registrar is tremendously waste~ 
ful practice. 


Cunningham = Guess we will put registrar problem back on the 
list. 


Cunningham =< (Discusses machine readable certificate - won't see 
dt for at least a year). 
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. WASHINGTON. 

The nation’s 35 million investors net only are 
plagued by plunging steck prices and ping 
paperwork, but the brokers who hanale stcck 
transactions 2re so pocrly regulated tnat tney 
hare been getting away with law violations. 

fhis column has turned up evidence. including 
official documents labeled “cenficential,” that 
the securities market is policed by niost reluctant 
regulators. 

The New York Stock Exchange. for instance, 
- has shown a strange !eniency towerd brokeraze 
firms thet have been caught fleecing their cus- 
tomers. The Sccuritics ond Exehanze Cecniniis- 
gion, set up to protect the public, nas also been 
slow to act. 

_. Same brokerage firms, meanwhile. have black- 
listed employes who cooperated with cfficials to 
expose wrongdoing. 
: * & & 

Jn one ense. It took Congressional heat to cet 
the SEC to move azainst 12 Lockheed cfficis's, 
‘ who are accused of dumping conspany stccx be- 
' eause ther had inside depe on a cost scandal be- 
‘fore it hit the headlines. They knew that Lock- 
heed had overcharged the Air Force for the con- 
troversial CSA transpert pane. 

"Tne SEC took testimony iiem eniv eignt wit- 
nesses during its first fcur months of investiga- 
tion. Not unti! Ren. John Mess (D-Crl.) began 
asking angry questions did the SEC becin swear- 
ing In witrecers and sending for fick? reports. 

Yet even now, eight months after the probe 
heear, there be no SEC rerest and no action 
against anv of them. 


Even more curious is the enee cf SicDcanell 


(& Con CSeverreehd breternee firm where aetivi- 
tire have shaken the ereurities commeritr, 

Tra viticiia Seow tae eee ine 
as early as Oct. 21. 2858. The SMC learned that 


ata? Wats ai tae 


‘ re | 


7 newer meee 
nee ee tee cet: ome Pm te ta 


haat d 


cress JACK ANDERSON 


McDonnell hadn't complied with the “net capital” 
provision of SEC regutaticns, a vial clause that 
protects the investcr. 

While the SEC dillv-dallied. 31cDennell strug- 
gied to set things right. But cerpoiaie gccfs, in- 
ciuding a computer snafu and law viclat:ens by 
3IceDonnell employes, socn had the firm cn the 
edge of crisis. 

The company hired {ermer Postmaster Gen- 
eral Larry O'Erien, a man with excellent political 
connections, as president. But he quit after seven 
imonths, as cne confidential document puts it, 
ever “the firn.'s financial difficulties.” 

Another official investigative record caarges 
SIeDonnell with viclaticns “of virtually every 
majer SEC and New York Stock Exchange rule 
governing broker-ceale:s.” These include: 

“TSaijlure to comply with the net capital rule, 
failure to comply with the margin 1reyuuements 
of the Federal Reserve Doard. manipulations of 
customers’ accounts (and) falsification ef actual 
purchasé or Saie prices to customers.” 


. * * * 

MeDonnell’s problenis Zorced it to shut down 
er sell all but three of its 26 offices, and to cut 
back drastically in other arcas. In all this, the 
SEC took minor suspension action and tie Stock 
Exchange indulged in similar wrist-slappins. 

In fairness, McDonnell did fire or suspend 
some offending emnlores. Now, a year later, 
there is still no SEC report. 

It wnutd he unfair to lav the fault entirely 
at SEC's door. The watchdce azeney rushes 
foamy prea tn enen tee an eversverkerd fire Ae. 
nartment unable to put cut anv ene fire properly. 
Congress is clearly to kianse for emall-mindediy 
ceeuming that the micah estate ant ram- 
ehaciin pulee eat un when cld Joe Kennedy 
lata tle Sle ii al coe mse adequate 2 ie 


stock market expicsion cf the 7Cs. 


soe 
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Arning member tims marnage broker 


okers 


Making bro 
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Big Board !s forcing 
its weaker firms to 
shape up or sell out 


Lee Do Arning Jaughs when reminded 
that Wall Street refers to him as” Mar- 
ryin’ Sam.” But when he thinks about 
all the merpers of member firms, 
branch office consolidations, and cut- 
tracks Chiat dre ha r ordered 
us Vieepresident for operations at the 
York Stock Exchange, be turns 
grimly serieus. “Look.” he says, “this is 
a tough and nasty game. Member 
firms had the riht to run their own 
businesses for a long time. Now we are 
tuking that epiion from them. Its a 
rude awakening ” 

The Bir of course. is not re- 
aponsibie for all the retrenchment on 
Wall Street. Many brokerage house 
chief executives reacted on their own 


promoted « 


New 


Basar, 


nme. But the most drastic cuts, and the 
merging of firms out of existence, al- 
most always were at the hebest aif 
Mirae Pay Board's 
firms department, 

Usually Anning does not cone 
asa harsh man pe 
sats His (efi oth 
Tron beaten 


Ar- 
ane thie member 
awerass 

sintes revachils ane 
fritie perot 
anoneh or 
Wall Street's pralilems 


nihdy has 
own sean tne 
prast veur Us 
Under him cere ok. fist, 
Cirtns, an fheor departnrenits 


has devoted mest af 1 


Vie Inet ras @ “6 H } Where 


meniaber 
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forced out oot t 
hours,” save Arning 
Dor ables f 
vven that hich? 
ter this sear the Pie Peni tony 
the rule, the: ratve 
der W1, and. operating: b 
month could net 
capital, HW capital was the problem, the 
firm usually wis more than 
a week or twe te wet a in dime. The 
vrare pemod wits longer for operminy 
"At the lime we warn them. the 
prerogatives [for corrective action] are 
managements save Arming 

The more consermative rules forced 
member firms to start cutting back on 
personnel and branches and, in many 
cases, to start for a willing 
merger partner 


anes 
cptiate 
Svetyeed 
ul to bee un 
sees for ut 


exceed WV ofie 


Nc s 


allowed me 


losses 


jook ing 
"We helped by becom. 
ing w marriage broker” says Arning 
Often his men would ask a healthy 
firm what kind of organization it 
might want te acquire and where it 
wanted to add branch offices. Then 
they would introduce it to a firm in 
trouble. Other times, they would help a 
firm rid itself of most cupital require- 
ments by lining ap a strenger broaker- 
ayre to handle the clearing: function 

If the ailing firm faris to get in 
shape within the allotted time, then 
the exchange steps in and, as Arning 
explains, “sces that it poes out of daast 
Thowyrh he ix reluctant te say 
how often this procedure has been fol- 
lowed, one brokerage bouse partner m- 
sists that MENY CASES, which looked like 
mengers, “actually were liquidations.” 
Castemer accounts and aascts were 
picked up, bat the acquiring firm had 

pape os 


" 
ness 


abiiities. Even 


very few of the 


Arning admita that 
combinntions aetually 
“The gaming of Fol du 
Pont with Glere Foran Staats and 
Hirsch soa true meryer, but that is 
hind of rare, be saves 

Lucky day 
Wek Biveh 
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For the scores of firms that 
warnings and vet theme 
Ss touener 
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hack until forced, 
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fewer firins. There are going Ue 
stronuer oirm 
Street as all 
ga sn “ ras tecredit 
fay Board with “saving the finan- 
others pomt our 
taken a tougher 
ules soveral Vears aga, 
problems: would have 
averded. Others claim. the ox. 
change has not shown enough foresight 


“buat of Wal for that. 


and same brokers 
cat community ” But 
threat had the execna 


tests Ss 
bree n 


I say une quivocally: There 

will be fe wer firms, 
there will be stromger firms’ 
in the combination of firms 
ranged. especialy inal 
Schwabacher & Co. oa 
Coast firm. to become part of Blur & 
Co. carly in W9e8u As a result af the 
merger, Blair now has probiems and 
last weck announced an ayresment to 
transfer 15 of its offices to Thomson, 
McKinnon & Redpath 

Though other member firms say they 
took one Jook at Schwabacher and 
turned it down, Arning savs that at the 
time it looked like a sound acquisition 
for Blair. And he savs he pored over a 
thick packet of material outlining the 
feasibility af the du Pont merger be- 
fore the Bip Heard appraved it, 

Arning is quick te defemed the 
capital rule, too He cliims that 
McDonnell & Co. and Gregor, & sens, 
two firms that vielwted the Ziel ratio 
and had to dip inte the exchange's 
emergency funds when they were liqui- 
dated, were “spectal circumstances.” 
Normally, be says, a firm weald meet 
all its obligations if it liquidated at 
‘MeL. Nonetheless, he plans to submit to 


has ar- 
lowing 
troubled West 
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athe Heard of Governors in October a 


redesigned net capital rule that will be 


E-190 


PLAINTIFFS ' EXHIBIT 86 IN EVIDENCE 


; OQ ‘ sie Poet: (are Mie 
Adew YORK STOCK EXCHANL+ SBEGTAN 


Eveven WALL STREET 


a ¥{- Yaey-sshy- 
si Re MEM Grete E 
New YorRK,N. Y. 10005 ty 

4 


“kg spayed 
thal 
ROBERT Ww. HAACK G3e(uiin iL , 


Saeerotut 


. . October, 1970 
TO: Members and Allied Members 


SUBJECT: Report on Sel f-Regulation 


As you know, the past three years have been a period of pervetual crisis for the 
securitics industry. What is not cenerally appreciated is the severity of the crisis 


or the monumental pressures piaced on the bxehangce as a se 


Attached is a report dealing with some of the major policies and decisions of the 
tixchange during this period. Here is a brief summary of that report: 


The paperwork crunch of 1965-1969 and the severe rofits squeeze that followed recuired 
at one time or another in the affairs o So member firms, 


the Exchange to intervene actively 
more than halt of all member firms doing business wath the public. 


The 196total represents on an unduplicated basis 105 firms that at one time or another 
were on Exchange restrictions because of severe paperwork problems, and 139 firms that vere 
monitored by the Exchange in 1970 under the “early warning” surveillance program bacause of 
financial problems. Collectively, these firms carried more than 2.2 million customer 
accounts; represented a combined aperergate indebtedness of more than $3.46-billion. 


Obviously, failure of a substantial number of these firms would not only affect the 
financial well-being of other member organizations and the Exchange but also the strength 
and liquidity of financial markets throughout the United States and abroad. ' 

Significantly, of these 196 firms, only about 8% have had to be suspended or 
liquidated by the Exchange ss of this date. ‘aes i 


What precipitated this three-vear crisis period was the fact that in late 1967 and in 
1968 the most active securitics markets in history overwneimed the industry s paperwork 
processing eee trom April-July [S68 over one b ion shares traded on the kxchange, , 
more than the total volume of as recent a year as 1962. ei: : s 
To help stem this problem and prevent & widespread loss of records control. the Exchange 
and other major industry organizations put into effect some 30 measures, ranging from 
Wedhesday market closings to restrictions on the business of problem firas. At the heizht 
{f the problem in June, 1968, 47 firms were under restriction. By September, 1965, the total 


° 
was 30; three months Later there were 12. Teday no firm is under restriction due to 


“eecnenae.nasn eran Tivatemsonomne omtceeent omar 
paperwork problems. ee 


As the paperwork crunch ensed, one of the severest financial squeezes in the 
industry's history began. ° The squeeze was caused by @ decline in trading volume and 
sharply dropping prices which created severe operating losses and eroded the capital of 
member firms. To cope with this problem, the Exchangs in 1970 developed an early warning 
program designed to identify firms witt substantial operating losses and depletion of 
excess capital, requiring them to come up with programs to either cut losses. get addi- 
tional capital, or take other steps to improve their financial condition. 


As of September 30, this is the status of the 139 firms that have been xonitored during 
1970 by the early warning proegranz: ; 


e+ Minety-three firms have stopped or reversed the trend of capital losses. 


.. Five firms transferred their accounts to other firms but remained in operation 
as introducing firms. ri : 


.. Sixteen others merged, consolidated or sold their business to otbor firms. x 

-- Eight terminated business and delivered out accounts, or sre doing so, ineluding 
some firms in formal Liquidation. This does not include four firms in liquidatien 
before the early warning system was in effect. 


Beventcen firms, while presently in compliance with NYSE net capital ruics, 
continue to operate under close Exchange monitoring while they take steps 
intended to improve their capital position. 
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AN EXCHANGE RO eT: SELF-REGULATION AT A_T’ ‘2 OF CRISIS 


The crisis of the last three years in the securitics industry is well 
known; not so gencrally appreciated or understood iS the magnitude of the 
crisis and the monumental pressure placed on the Exchange as a Self-refulatory 
organization during this period. The paperwork crunch of 1968 and 1969 and 
the severe financial squeeze that continues has required the Exchange to 
intervene actively in the affairs of more than half of its member firms doing 
business with the public. The scope of this task and what has been at stake 
is indicated by the fact that these 196 firms represented combined aggregate 
indebtedness of more than $3.48-billion and carried more than 2.2 million 
customer accounts. ‘ 

These pressures continue, and much remains to be resolved. But it is 
important today to review the response of self-regulation to crisis thus far. 
This report to the membership deals with the nature and severity of the paper- 
work problem and what was done about it; the dimension of the capital crisis 
in member organizations and the steps being taken to deal with it; and effort 
underway to develop additional Exchange self-regulation tools. 


° 


SUOIARY_OF_ EVENTS 


. Im late 1967 and in 1968, the most active securities markets in history 
overwhelmed the industry's paperwork processing capacity. The cascade of 
paperwork into brokerage offices, banks anc transfer agentS was unprecedented 
from April-July, 1968, more than one billion shares traded on the Exchange, a 
total about equal to the entire year's volume for 1929 and more than total 
volume of as recent a year as 1962. The 1929 record of 16.4 million shares 
traded in a single day was broken 25 times in 1968. Volume on the American 
Exchange and in the over-the-counter markets also ran at levels never before 
experienced. So great was the backlog of paperwork that by December, 1968, t} 
value of securities not delivered by brokers within the prescribed five-day 
period reached $4.1-billion--a level about four times that of today. 


In an effort to stem this mounting problem and prevent 2 widespread loss 
of records control, the Exchange and other major industry organizations put 
into effect some 30 measures ranging from’ Wednesday market closings to increas: 
penalties for long-standing failures to deliver securities. The industry and 
the banks worked together to try to clear bottlenecks in securities processin 
and ownership transfer. Highest priority was given to industry and to firm 
automation projects that sought to replace with electronic impulses the milli: 
of pieces of paper that shuttle between brokers and between brokers and banks 
Key projects such as the Exchange's Central Certificate Service--aimed at 
immobilizing the stock certificate by accomplishing delivery of shares betwee 
brokers by computer--underwent accelerated develozcment. Brokerage firms ex- 
panded clerical staffs; some worked almost round-the-clock on paperwork 
backlogs. The effect of these many efforts, together with a lessening of 
pressure on the firms as volume fell in 1969, brought a decline in the paper- 
wor’ problem as 1970 began. : 


For the Exchange, the regulatory problem was twofold. Besides working 
to slow the flood of paperwork and improve processing procedures, there was 
the problem of dealing with firms with unusually severe record-keeping proble 
This job was in itself monumental: at one point or another during 1968 or 
1969, a total of 105 firms had paperwork problems that required restrictions 
on their business. 


Exchange-imposed rettrictions were critical in coping with the paperwor 
problems of troubled firms. In June, 1968, at the height of the problem, a 
total of <7 tirms operated under restrictions. By September, 1969, the total 
had fallen to 28, and by last Decemver, 12 firms remained on restriction. At 
present, no firms are under restriction due to paperwork problems. 


: As the paperwork crunch abated one.of the most severe financial squeeze 
in the history of the industry began. In late 1969 and in 1970, income from 
aimost every phase of the securities business was slashed amid stendily falli 
stock prices. Average daily volume on the Exchange fell 12% in 1969 from the 
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Stock Exchange volume fell 22% in 1969 alone. Unlisted traaing probably 
declined more. For an industry spending at an estimated annual rate of $100- 
million for automation alone, this trading volume decline had drastic effects 
on operating results. Of 54 retail, or publicly oriented, firms sampled in 
1970, less than one-third had managed to make a profit on commission business 
in the last quarter of 1969. During the first four months of 1970, only one- 
fifth of these firms were able to avoid losses on commission business. 


Operating losses formed only part of the picture. A sustained decline 
in stock prices, which dropped average values of NYSE issues alone some 38% 
from late 1968 to late May, 1970, eroded the net capital in firms and brought 
heavy losses in trading inventories. The combination of these financial blows, 
coming as firms were shaking off the paperwork problem, was devastating. 


Again, the scope of the regulatory problem was immense. To date during 
1970, the Exchange has identified and worked closely with 139 firms with finan- 
cial problems in an effort to improve operating results and strengthen capital 
positions. 

As of September 30, these have been the results of the work with these 
firms: 


Ninety-three of the 139 firms stopped or reversed the trend of 
capital loss and continued to operate as independent entities. 
Five firms transferred all accounts to other firms but remained 
in operation as introducing firms, no longer carrying customer 
accounts. - 
Sixteen merged, consolidated or sold their business to other firms. 
Eignt have terminated business are delivering out accounts, inclu- 
ding some firms in formal liquidation. This does not incikude four 
firms in liquidation before the early warning system was in effect. 
Seventeen firms, while presently in compliance with NYSE net 
ry _ capital rules, continue to operate under close Exchange monitoring 
~ while they take steps intended to improve their capital position. 


«., At the end of September, some 98% of member firms required to meet net 
capital rules had capital ratios more favorable than 12-to-1, the ratio now 
being used as an “early warning” guideline. Some 67% had ratios more favorable 
than 5-to-l. 


' 


gm 


ra METHODS OF REGULATION 


The drastic yreduction in the number of firms with serious operational 
‘er capital problems was accomplished by a joint effort of the Exchange and 
personnel of member firms. The major elements of the Exchange's approach are 
described below. ; 


1. Restrictions 


-. The policy of restrict‘ons on the business of firms in operational trouble, 
begun in April, 1968, was unprecedented. It was the key weapon in attacking 
the paperwork problem. The scope of 21 possible restrictions ranged from bans 
on advertising and promotional activity to fixed limits on the number of orders 
that could be written both for public customer and firm accounts. Most severe 
were restrictions barring a firm from accepting any order which would bring in 
new customer funds or make it necessary to deliver securities to the firna. 


This was a "rifle" approach, with sanctions aimed at the individual 
problems of each firm. For example, in addition to the most common restrictions 
banning the hiring of salesmen and the opening of new branches, & St. Louis 
firm was made to suspend both underwriting and trading for its own account. A 
San Francisco firm was told to introduce its accounts to other firms. A New 
York firm was barred from soliciting further over-the-counter business as well 
as from solicitation of margin busincss. Exchange examiners during thie period 
concentrated on firms with the most severe paperwork-problems, following up 
monitoring efforts with field visits to check coamniianre and nnawntionn @ 
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hee While applying thtse restrictions, the Exchange worked closely with the 
Securitics and Exchange Commission, keeping the Federal regulatory authoritics 
frequently advised by letter, written reports, personal visits and telephone 
calls on the status of member firms. 


. 5 tg 


2. Coordinator System 


To impose and enforce restrictions and monitor progress, the Exchange's 
Department of Member Firms early in 1968 began to reorganize. By the Fall, a 
team of six executives was coorclinating the flow of operations and financial 
reports reviewed by the Department's staff of 120  aRSeRCSae and financial 
surveillance people. ; 

These reports include three financial and four operations filings due 
each year from all firms carrying public accounts, field reports by examiners, 
and special reports by firms in operations or capital difficulty. The workload 
is large: in June, 1970, the Department reviewed 176 special financial 
questionnaires, 25 audited financial questionnaires, a profitability state- 
ments, and 168 special operations questionnaires. 


The coordinators, assigned financial and operations epecialists to help 
interpret reports and speed the flow of data, provide a concentration of Ex- 
change resources on Xnown problem firms. Coordinators work closely with firms, 
suggesting methods for improving financial conditions and evaluating progress. 


~! 


3.° Financial Early Warning = 


ae With the financial squeeze of Jate 1969 end 1970, the Exchange concen- 
trated on trying to single out and work with firms whose capital was being 

-* eroded at a potentially dangerous rate. An “early warning" approach was 
developed, centered again in the coordinator systom. fll firms were required 
to file capital computations and profit and loss statements monthly. Although 
the Exchange's net capital rule technically sllows a firm's aggregate indebted- 
ness to be 20 times its net capital, the Exchange had used a guideline for 
review purposes of 15-1. In March, this guideline was lowered to 12-1, and 
firms showing larger debt-capital ratios wére required to file detailed plans 
and timetables for cutting operating losses and adding new capital. In addition, 
firms whose monthly losses came to more than 15% of excess net capital vere 
required to file plans and undergo monitoring, since six months of continued 

“ lesses at these levels would bring capital violation. © 


‘The effect of these policy changes was to bring more firms under special 
surveillance at an early stage so that early remedial steps could be taken. 


Depending on their financial condition, such firms are mon: tored weekly; 
in some cases, daily. They must show adequacy of steps to cut and control 
operating expenses, to increase capital, to project probable operating results 
over several months, to speak to the suitability of current salary levels for 

' efficers, partners and employes, and to the risks involved in continuing 
securities positions. In addition to close surveillance by the Exchange 
Staff, conditions of these firms currently are reviewed twice weekly by a 
Special committee of the Board of Governors. 


PRACTICAL SELF-REGULATION 


Practical self-regulation involves more than the development of techniques 
and enforcement of rules. In a crisis, such as the industry has experienced, 
the effect of actions must be weighed against the possibility of large-scale 
customer losses in problem firms as well as impact on other brokerage firms and 
tneir customers in the U. S. and abroad. 


For example, in the case of three major member organizations, the Exchang« 
found itself facing situations where normal application of rules could have 
meant possible loss for many thousands of customers and potential chaos in the 
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industry. These firms, Dempsey-Tegeler & Co., Inc., McDonnell & Co., and Blair 
& Co., carried a combincd total of some 165,000 customer accounts. Their 
paperwork and capital problems were critical. Dempsey-Tcgeler's operations 
problems were among the most severe in the industry; indeed, Exchange restriction 
had already cut its daily volume in late 1968 from 4,500 trades to 1,500. 
McDonnell and Blair found themselves engulfed in paperwork problems as a result 
ef attempted conversion of operations to iat systems during periods of 
heavy volume. e 
With each firm, the Exchange allowed continued operation under increased 
regulation, pending a scaling down of business and reduction of paperwork back- 
logs. The hope was a scaled-down firm would present a manageable liquidaticn 
situation. These factors were behind this belief: 


-. The severity of paperwork problems in these firms and the great number 
of customer accounts involved would not have allowed orderly liquidation had 
the firms been suspended. For example, errors in stock records alone would 
have required many months, perhaps years, to resolve customer stock ownership 
and location of shares. The Exchange felt that the only way to avoid an 
indefinite tying up of many thousands of customer accounts was to continue 
operations while directing the firm's resources toward a clearing up of the 
paperwork backlog. we: 


‘ee Suspension could have emptied these firms of clerical staff at a time 
of intense competition among brokerage firms for skilled operations employes. 

' The demands of liquidation are great: for example, Pickard & Co., a small firm 
, With 3,500 accounts suspended by the Exchange in 1968, required 30 Exchange 
examiners working more than 18 months with the wP of assis eae erens and 
eaes tars to resolve errors in records. 


- ‘ 


«* 
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#2, Announcement of suspension of these major firms could have promoted 
_a run by customers on firms which did not have a problem. With investor 

« confidence shaken, the effect even on healthy firms might have been major. 
The chain effect of these events could have been grave. 


£65 + ak ‘ it. 
Bere is the extent of the reduction in operations and in some of the 


® + paperwork problems in these three firms up until the start of formal liquidation 
‘or en of business: ‘ 


x 


; ‘Aggregate Indebtedness: $326-million to $128.7-million 
Accounts: 165,000 to 90,500 


Branches: 127 to 6 


Fails to Deliver: $62.2=million to $9.8million 
Fails Over 30 Days: $18million to $3.9-million 


be The three firms now in liquidation have # total of 39,000 accounts to 
4. be “del ivered out. Even at this stage, with substantial researching of records 
, S8til] to be resolved, the ultimate cost to complete delivery of customer 

- escecoants is not clear. 


x Hayden, Stone 


‘ 


’ 


: Another example of Exchange efforts during the paperwork probler and 
Capital crisis involved I!ayden, Stone, Inc., a nationwide retail firm. The 
Fecent transfer of the buik of Hayden, Stone accounts to Walston & Co., Inc. 
and to Cogan, Berlind, Weill & Levitt, Inc. occurred after almost two years — 
of intense effort by the firm -- working under close Exchange regulation -- to 
‘ Cope with severe paperwork and capital problems. 


. 


. This 88-year-old firm was hard hit by the paperwork problem early in 1968. 
- 4p Exchange operaticns questionnaire filed in April, 1968 showed a large volume 
of unresolved bookkeeping differences. plus stock-transfer and dividend record 
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problems. The firm itself in May developed a series of voluntary restrictions 
including limits on promotional activity and expanded sales capacity and 


Specific restraints on transactions causing heaviest record-keeping problems. 


Clearing activities for other firms were terminated and Hayden, Stone's 
Operations department was reorganized and expanded. 


Despite a concentrated effort to clean up its backlog of paperwork, the 
firm's operational condition worsened during the peak volume of mid-1968. In 
August, the Exchange ordered Hayden, Stone not to hire salesmen beyond those 
needed to replace persons leaving the firm. In September, restrictions on 
advertising and promotion became mandatory. While substantial improvenent was 
made in the level of undelivered securities, major problews remained in the 
frequency and dollar value of bookkeeping differences and stock-transfer and 
dividend problems. During June, the firm's average trades per Gay were ata 
peak of 9,150. By late 1968 this was down to 7,500 per day and Exchange 
restriction lowered this to a limit of 6,500 daily. The firm terminated 200 
salesmen and closed 10 branch offices in the first of what was to be a series 
of cutbacks in operations. Exchange restriction by year-end 1968 also required 
weekly -- instead of monthly -- operations reports. ‘ 


During 1969, Hayden, Stone made major strides to solve its record-keeping 
problems, but substantial problems remained, including a persistent dividend 
record backlog. In September, the Exchange censured and fined the firm $150,000 
for violations in 1968 of Exchange record-keeping rules. 


Like many other firms already weakened by having to devote substantial 
money and resources to clearing paperwork problems, Hayden, Stone found itself 
facing capital problems as volume declined, as securities prices continued 
dropping, and word of the firm's troubles <.used loss of customers and key 
sales personnel. In 1969, operating expenses -- swelled by paperwork correction 
costs -- totaled $6C.2-million and Hayden, Stone logged a net operating loss 


' of $10.8&million for the year. 


The Exchange directed the firm to improve its capital position through 


cost-cutting and addition of new capital. A steady reduction in expenses was 
. accelerated in May, 1970, when Hayden, Stone realigned its executive management 


and set up a program designed to reduce expenses by some $830,000 a month. 

The payroll was cut by 400, the pay of salaried employes reduced by 10% and pay 
of officers holding voting stock by 15%. At the same time, arrangements were 
completed for the acquisition of additional capital from a group of investors 
which was intended to give the firm an excellent chance to return to normal 
operation. Some $12.4-million of new capital was expected, but the market 
Gecline reduced this to $4.4-million by late August. In June, the firm began 
to liquidate securities held in subordinated accounts to remain in capital 
compliance. To further reduce business and cut operating costs, Hayden, Stone 
in late August transferred to Walston & Co., some 20,000 accounts in 17 branch 
offices. o: 

Despite the effects of major cutbacks in operations, the firm's net 
operating loss for the first seven months of 1970 totaled $9.2-million. These 
results and extensive drains on the capital did not permit the firm to continue 
as an independent operation. pa 


The thrust of the Exchange's effort in the case of Hayden, Stone was 
to direct an orderly reduction in operations that would permit either surviv2l 
or eventual termination of a sharply reduced business. In late 1968 and 1969, 
a breakdown in record-keeping was avoided == one that could have had drastic 
consequences in the industrywide operations crisis at the time. With the 
firm's subsequent capital problems, the Exchange worked to limit the exposure 
both of customers and the industry to financial loss by directing major 
reductions in activity. The firm also received assistance from the Special 
Trust Fund. 


Reductions in the scope of Hayden, Stone's operations and in its paper- 
work backlog were major. From December, 1968 to August, 1970, offices were 
cut from 82 to 45. Customer accounts in that period were reduced from 157,000 
to 90,000; aggregate indebtedness was cut from $333-million in December, 1968 
to $88.9-million at the end of July, 1970. In paperwork problems, the value 
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* ef undelivered securities’ fet] from a peak of $118-nitrton in Junc, 1968, to“ ~" 
$3.6-million in July, 1970. The value of outstanding "fails to deliver" 
securities over 30 days was reduced from a peak of $30-million in July, 1968 
to less than $490,000 two years later. The value of bookkeeping differences, 


$lll-milliocn in August, 1968 were whittled to $3.7-million in July, 1970. 
New Directions 


The paperwork problem in its broadest terms represented the failure of 
@ cumbersome and complex system--one that can require aS many as 60 documents 
to complete a single transaction--to cope with record demand. liuch has been 
done tc improve the system. Nore remains to be done. Laws must be changed 
$0 paperwork processing can be simplified. Industrywide automation must be 
expanded. More concerted action is needed by the major industry organizations 
and the banks to improve procedures. 


To intensify its operations surveillance, the Exchange is developing 
formal operations standards for all firms, so that objective evaluation of 
paperwork processing capability can be made more quickly. 


The substential cleanup of the paperwork problem combined with the 
development of the Exchange's early warning system were major factors in a 
decision by the Board of Governors in July to place a maximum limit of 15 
days for correction of a capital violation before suspension. 


Firms with current records should be able to liquidate with their own 
resources. In fact, probably more than 90% of estimated potential costs of 
liquidating the firms under the Exchange's Special Trust Fund stern fram record- 
keeping problems in these firms. : 


The capital rule itself will ‘undergo strengthening and its scope wiil he 
broadened. For many months, the Exchange has been conducting a formal study 
of better means to me2zsure solvency and liquidity in member organizations. 
The experience of the last several years indicates that perhaps other factors 
dn addition to net capital must be taken into account. Other important measures 
ef the financial strength of a firm include its operating capacity, its own 
system of early warning and management capability, its prefitability, and its 
ability to attract and hold new anc more permanent capital. Another key 
indicator is the credit-worthiness of a firm in the eyes of its bankers. 


Expansion and refinement of the capital rule will represent the views 
not only of the Exchange but of the financial community as well. A special 
Board committee is expected to have initial policy recommendations for 
October's policy meeting of the Board and will then continue its review. 


In addition, a plan of limited industrywide protection for securities 
customers of broker-dealers generally is contained in legislation before the 
Congress to create a Securities Investor Protection Corporation funded by the 
securities industry and backed by stand-by credit of up to $l-billion from 
the Treasury. This legislation is supported by the SEC, the Treasury 
Department, and the entire industry os well as the Exchange. Every effort 
is being made to have the SIPC legislation enacted within tne coming weeks 
and good progress is being made. Similarly the proposed new commission 
schedule, which is pending with the SEC, should be acted upon very soon. 


jm summary, during these three crisis years, the Exchange has used a 
wariety of new rules and surveillance methods, tempered by the practical 
business judgment of its staff and Governing Board, in an attempt tu cope 
with the problems that resulted from the historic volume upsurge of? 1968-69 
and the relentless profits squeeze of the past year. Obviously, it was not 
possible to insulate the entire industry from the economic consequences of 
these severe problems. The Exchange has tried to hold impact to a minimum 
on the investing public, on the financial markets, and on the member 
organizations themselves. 


Mew York Stock Exchange 
October 1, 1970 
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A question often viele, why did the Exchanre allow < maior member firms tod 
continuc in butinesi desoite critical paperwork ang capital provicms. This was the 
case, itor cxawpic, in J major firms, bempscy-iecgeler & Co., Inc., McDonnell & Co., and 
Blair & Co., with a combined total of 105,000 customer accounts. In cach case, the 
Exchange allowed continuec operation under increased regulation, pending a scaling down 
ef business and reduction of paperwork backlogs to manageable proportions. 


These were the key reasons for this approach : 


.. The severity of paperwork problems in these firms and the erent number of custorer 
accounts Tnvolved would not have alloved orderiy liquidation hed the firm been suspendcc. 
Errors jp Stock records alone would have required many months, perhaps years, to resolve. 


-. Suspension could have emptied these firms of clerical staff at a time of intense 
etitior amonr brokerarce firms for Skilled operaticrs emolovecs. Demancs of liquidation 
are creat: Or exampie, Fickard & Co., a Smal) firm with 3,500 accounts suspended by the 
Exchange in 1968, required 30 Exchange examiners working more than 18 months with the help 
ef firm employees and auditors to resolve errors in records. 


.. Announcement of suspersion of these major firms could have prompted 2 run by 
OT eS 6 nnd en 
customers on firms wnicn did rot nave a proolen. wits investor coniigence snanen, the 


eifecit even on healthy firms mignt Pave been major. The chain effect of these events 
could have been grave. 


Under this scale-down approach,here is an aggregate summary of how the business and 
paperwork backlogs of the three firms were reduced up to the time of their formal liquidation 
or termination of business: : 


Aggregate Indebtedness: $326-nlllion to $128.7-million 
Accounts: 163,000 to 90,500 


Branches: 127 to 6 


Pails to Deliver: $62.2-million to $9.8-millios 
Fails over 30 days: $168-million to $3.9-million 


The three firms now in liquidat’ have a total of some 30,000 accounts that remain to 
be delivered out. Even now, with sub. .ntial researching of records still to be resolved, 


the wltinste cost to cumplete delivery of customer accounts is not clear. 


toa 


The case of Hayden. Stone, Inc. shows somewhat the same approach. Here the 
Exchange worked closely with a firm in order to reduce its size and record-keepiug 
problem -~- and thereby reduce potential customer and industry less. The recent 
transfer of the bulk of Hayden, Stone accounts to Walston & Co., Inc. and to Cogan, 
Berlind. Weill & Levitt, Inc. occurred after almost two years of intense effort 
By the firs, working under Exchange restriction and surveillance, te reduce sharpl 
the sizy of its overations and the amount of unreso vec paperwork. From December, - 
1565 to August. 1970, branch olfices were cut from 82 to 45. Customer accounts were 
reduced from 157,000 to 90,000; aggregate indebtedness was cut from $333-million in 
December, 1968 to $88.9-million at the end of July, 1970. In paperwors. reductions, 
the value of undelivered securities was cut from a peak of $115 million in June, 1968, 


to $3.6-million in July, 197’. The amount of outstanding over-30 dey frils fell from 
ak of $30-rillion, in July, T96B to less than $400,000 two vears later. pookkeepin 
tferences that totaled Sili-miliion in August, 1965, were whittied to 3.7-nillion 
pe 2 ee Le : 


While the paperwork problem of 1968-1969 is ever, its residual effects are still being 
felt. More than 90% of estimated tential costs of licuidating firms under the Exchange's 


@ capital violation before suspension. 


Pe 
The Exchange feels it has major tools in its early warning surveillance system, its 
coordinator concept and its “rifle” approach to deal with operational and financial problems 
of member firas. Keanshile, additional self-regulatory tools are being developed, including: 
strengthening of capital rules; developing formal operations standards; and sorking with 
industry groups to improve overall cperations capacity and simplify paperwork processing. 
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In March 1968, ll & Co., Incorporated was a member 
firm with its main office <k fices, 307 
registered representatives, 851 employees and 28 voting stock- 
holders. In addition, it did a substantial professional business 
eas a “rights specialist" on the Exchange Floor. The firm hac been 
a member of the Exchange since March 15, 1917, changing to cerporate 
form on January 1, 1959. é 
Ni An eudit as of October 1967, received by the Exchange in late 
February 1968, disclosed substantial unidentified fails, unidenti- 
fied transfers, unlocated securities differences, anc error accounts. 
Consequently, on March 16, 1968, the firm was yeserteced from adding 


branches or registered representetives and a short time later was 


directed not to make any further cormitments of any kind that would 


: ; 
tend to increase business. 
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Executives of the firm met with the Exchange and were convincing 
concerning the adequacy of their planning and capacity to over- 
come current problems. The formal restrictions, corsequently, 
were removed on April 19, 1568, but the corporation was cautioned 
to te conservative in its production expansion plans in the light 
ofa pending computer conversion and heavy securities industry 
volume. 


At that time the firm reported that it was well advanced in 


testing an advanced computer system designed by Data Architects, 


Inc. which was scheduled to be put into use in steges in the 
early fall. The firm had adequate capital at this time to absorb 
as charges the various known record-keeping errors. 

A large data processing computer was installed in the firm in 
April 1968 in anticipation of the conversion. However, at this 
time one of the two smaller computers was removed from the firm, 
halving the firm's apacity to hahdle trading volume on its old 
system. 

When conversion attempts were made in the early fall, the first 
parts of the system proved unsatisfactory. Conversion was conse- 
quently deferred month by month. 

In June 1968, Scan McDonnell, Executive Vice President of the 


firm, died unexpectedly. He was the firm's chief executive in day 


to day sales supervision, operations, and planning. 
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Thomas McKay had been for a number of years the firm's 
chief operations officer and was known to the Exchange as 


reliable, knowledgable and forthright. His evaluation of 


+ 5 : 
Sa 


the firm's problems and developing solutions to these pro- 


blems had been accepted by the Exchange during 1968. In 


_ ow mmenmmwe ++ 


May 1969, Mx. McKay was hospitalized with cancer and died 
a few wanes later. . . 

In January 1969, Lawrence F. O'Brien, former Postmaster 
General, was named bieitine oe the firm to fill the void 
caused by the death of Sean McDonnell. Inasmuch as he had 
mo previous securities industry experience, the Exchange did 
mot consider Mr. O'Brien as !.aving major compliance duties 
and continued to rely on T. Murray McDonnell, Chairman and 
Chiei Executive to exercise the principal supervisory respon- 
sibility required by Rule 342. 

The firm's 1968 audit started on October 31, and results 
were analyzed by Exchange examiners on January 27, 1969, show- 
ing the firm to be in capital violation. The firm immediately 
showed plans for improving its capital position by about $25 
million through the deposit of additional securities in accounts 
af existing subordinated lenders, new subordinated lenders and 


the sale cf common stock to old and new stockhoiders and in 


mid-February rép.rted on their Special Operations Questionnaire 
. 


signed by T. Murray McDonnell, that their end-of-Janusry ratio 


was 1,979%. 
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The firm also voluntarily imposed restrictions similar to 


those which the Exchange otherwise might have imposed. Exchange 


examiners visited the firm in mid-February 1969 and reported 


in mid-April that \he records were then currently posted with 


- the exception of certain work in the margin department, but 


that the ledger accounts and stock record contained the cumu- 


jacive effects of operation with an jimadequate system. over a 


period of many months, as shown in Exhibit A. The examiners 


concluded that errors were so numerous that the accurancy of 


any capital computation prepared without a detailed audit 


would be questionable. The examiners also detected serious 


deficiencies in segregation, as shown in Exhibit B, and in 


° aa customer eccount records, as shown in Exhibit C. 


In March, Examiner analyses also demonstrated thet the 


firm's report that it was in capital compliance at the end of 


January was erroneous, and substantial doubt was placed on the 


firm's then current capital computations which were showing 


capital compliance. On April 21, the firm was instructed to 


begin liquidating proprietary securities to improve capital 
and on April 28, Murray McDonnell arranged a personal loan of 


$1 million for subordination to the firm and an additional 


. 


$650,000 on May 19. 
4 
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Consequently, the Exchange in May formalized the firm's 
own restrictions as Exchange restrictions and placed a limit 
on the number of trades per week which the firm could do. 

During the spring of 1969, the firm still intended to con- 
vert to the new computer system. The first stage became opera~ 


tional on March 17, 1969. However, in mid-June Data Architects 


advised that it would be unable to meet another target date of 


June 30th. Sie 

The Operations Questionnaires filed with the Exchange by 
the corporation in the period May 1968 to March 1969 and meetings 
with the firm's ‘management did not reflect the depth of problems 
shown by the audit reported in January, 1969 and Exchange examiner's 
visit of February - April, 1969. It is not now feasible to determine 
whether the substantial misrepresentation to the Exchange in this 
period arose from an inability by the firm's systems to produce 
truly indicative numbers or from suppression of the true facts 
somewhere in the McDonnell organization. ‘unless there was deliberate 
misrepresenting to the Exchange by top management, it seems clear 
that top management did not have the degree of supervision and 
control of firm operations required by Rule 342. Representative 
figures for the Operations Questionnaires of this period are shown 


in Exhibit C. 


» 
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In May, 1969, another Examiner reported that the firm's 
capital problems came principally from stock record differences 
end after a follow-up visit in June he indicated that these 
diFtarencks and other areas had improved substantially. 

In July, 1969, the firm employed Mr. Henry C. B. Lindh, former 
operations partner at Faulkner, Dawkins & Sullivan, as the firm's 
chief operations officer to succeed Mr. McKay. After reviewing 
the problems with the ite Architects, Inc. computer system, Mr. Lindh 
recommended, and the firm determined, not to continue the conversion 
to it but rather to aiaieie to the established systems of Automatic 
Computer Services. This was done successfully in early September, 1969 

In late July, 1969, the firm was unable to meet Exchange capital 
requirements and unable to raise additional capital. They determined 
to sell some Exchange seats and to cut back substantially on their 
branch office operaticns. By mid August their plan was to reduce 
their 26 branches to 7. 

Mr. Paul McD cald, an executive with Patan ores in reorganization of 
troubled businesses, was engaged in August 1969 to be agent of the 
corporation to conduct its business, and in October was named 


President and chief executive. He instituted and carried out a drastic: 


program of cost reduction and liquidation of ‘proprietary positions. 
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When the firm's equity was depleted ~o the point of not meeting 


the requirements of Rule 315.14, stockholders voted a recapitali- 


zation to restore the firm to compliance. Subsequently, the firm 


determined to retain only three offices and to emphasize an in- 


stitutional and professional business. In late January 1970, | 


they had 26 registered representatives and 297 employees and 


from a high of approximately 50,000 accounts in mid-1969, there 


then remained 26,000, 15,009 of which were expected to be delivered 


out and 10,000 retained. 


Oa March 13, 1979, the corporation announced that it had 


concurred with the New York Stock Exchange in a plan for the 


gradual termination of the firm's business. 


VIOLATION OF RULE 342 


Rule 342 provides that each office, department or business 


be under the supervision 


activity of a member organization shall 


and control of the member organization and of the personnel delegated 


such authority end responsibility. The above facts indicate that 


the operations of tt corporation were not under reasonable super- 


vision and control. Mr. 7. Murray McDonnell as Chairman of the 


‘ Board and “hizf Executive Officer during the period of the violations 


had overall resporz ibility for supervision and control. 


* 
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CHARGES 


On the basis of the above Statement of Facts and supple- 


mentary exhibits, the Department of Member Firms charges: 


1. That McDonnell & Co., Incorporated violated Rule 325; 
as shown in Exhibit D. 


Incorporated violated SEC Rule 
rutation of aggregete dae 
ace a mont’ zs shown in 


2. That McDonnell & Co., 
17a-3(11) by failing to prepay ¢ 
debtedness and net capital at ox 
Exhibit E. ‘ 


3. That McDonnell & Co., Incorporated violated Rule 417 by 
not having their answers to a regular finencial questionnaire es 
of October 26, 1967, October 31, 1568 and December 19, 1969, sub- 
mitted to the Exchange within the time period required by Rule 417 
as shown in Exhibit F. : 

4&4. That McDonnell & Co., Incorporated violaced Rule 440 and 
SEC Rule 17a-3 in failing to maintain books and records on @ current 
end accurate basis as shown in Exhibits A and C. 


5. That McDonnell & Co., Incorporeted violated Rule 4€2 and 
SEC Rule 8c-1 by failing to segregate customers' securities properly 


and promptly as shown in Exhibit B. 


6. That T. Murray McDonnell is the officer of NeDonnell & 
Co., Incorporated principally resporsibie for tne atevs violations. 


‘cDonnell violated Rul> 342 an failing to 


7. ‘That T.. Murray > 
operations of McDonnell & 


maintain supervision and control over t! 
Co., Incorporated. 


is subject to discipline unde. Seccions 6, 


8. That Mr. McDonnell 
the Exchange Corstity’.:«n. 


7, 13, 14, 17 and 19 of Article XIV of 
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EXHIBIT A 


VIOLATION OF BOOKS AND RECORDS RULES 
The examiner's review of the books and records during the 
period February 18, to April 8, 1969, disclosed the following: 


1) The stock record differences from the audit 
at October 31, 1968; and not resolved were 
still substantial. At January 30, 1969, 
there were 1,113 long differences with a 
market value nf $6,943,779 and 514 short 
differences w.th a market value of $875,811. 


2) The non-current dividends receivable reported 
in the January 30, 1969, Special Financial 
Questionnaire are cash - $337,287 and short 
securities with a market value of $1,287,986. 
The majority of the stock dividends were con- 
Sidered by the dividend department as "'to be 
resex -ched."’ 


3) The error account reported in the January 30, 
1969, Special Financial Questionnaire showed 
long values of $5,471,002 and short values of 
$3,221,096 and it required 32 pages to list 
the detail. This account was the consolidation 
of balances and positions from about 25 different 
accounts. ; 


4) A "Reorganization" account had been established 
to handle exchanges, tenders and redemptions. 
However, it had become a “dumping ground" for 
unresolved transactions. An equity statement 
showed that at January 30, 1969, it also con- 
tained seci'rities with long market values of 
$1,919,773 and short market values of $2,954,995. 
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EXHIBIT B 


VIOLATION OF SEGREGATION 
RULE 


During their visit, the examiners performed a limited test 
of segregation as February 21, 1969, by comparing the positions 
reported on the stock record to a physical count of securities in 
the vault and to that which was reported by Central Certificate 
Service. Thirty-one random selected securities were used and the 
following number of differences were noted between the count and 
stock record positions: 
Count Count 
Total or Comparison or Comparison Invalid 
Positions Differences Over Under Long Position 
Vault Me + 
Con sre 
i 
In view of the results, the test was expanded to include 
other street-side locations. Additional differences between 
positions on the stock record and physical counts and comparisons 
of the locations are as follows: 
Count Count 


Total of Comparison or Comparison Invalid 
Positions Differences “Over Under Long Position 


Transfer 21 4 16 : 1 
Fail to” 

Receive 2 ; 2 

Safekeeping ae 7 

Box 2/22/69 No count made, note - Invalid Positions 

Box 2/27/69 19 3 11 


» 


ernk Loen 4 4 
rock. loan 4 3 


a 
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The stock record manager was apprised of the number of 
differences, and in effect attributed the differences to bad 
key punching, location of the securities in the audit difference 
accounts, swings between street side locations and bad counts. 

The review of the segregation operations undertaken utilized 
the stock record as of February 21, 1969. The stock record in- 
dicates the amount of power ordered into segregation by the 
margin department and the. number of shares that sre actostly 
segregated by the Cashier's Department. 

For the thirty-one securities used in the aforementioned 
test count, the stock record indicated that 24 positions were 
undersegregated. It was noted in several cases that the under- 
segregated positions were due to the : urities being in transfer. 
However, in other cases the store’ was und to be available for 
segregation in other locations, such as, the Box, Stock Loan, 
and in Bank Loan. 


Follcewir: are examples of undersegregated stock positions 


and locations of the shares necessary to correct the condition 


based upon the February 21, 1969, stock record: 
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1122 
28339 
6355 
1006 
1822 
6972 


is 
w 


1 


oe 


UMM wliu 
tat ry? gt aye 
rer nAaw Ww 


t 


The stock records crt2d Fevcuary 14, 27, 
lieated approvirutety tue same undersegregatcd condition 
te the vositious. 


The October 33, 1962. .dited financial questionnaire cis 


fully paid fo: securit:i:° «+: segregated: 


Tn don anu $ 
“ledzcl against mornsy borrowed - $: 


The: carne -atic:: “x; Lained chat the existence of this comultu 7 
was caused *y ‘elayel computer runs. increcsed voiune, iazxo.~ 


personnel and delayed tcansfers be :ause 


agents. 
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ERRORS IN CUSTOMER'S A 
The examiner's review of customer's accounts maintained for 
the corporation's Washington, D. C. office, disclosed numerous 


differences and errors in these accounts. The differences and 


errors primarily consisted of the following: 


1. Erroneous trades in accounts not cancelled 
which were found in some instances to be 
many months old. 


Entries were sometimes made to the customers’ 
statement but-not to the transfer posting 
record received by the margin department and 
vice-versa. 


Entries were sometimes posted to the wrong 
customers' accounts. 

Trades and entries were sometimes posted to 
cash accounts in error instead of margin ac- 
counts and vice-versa. These erroneous 
entries were found in some instances to have 
been overlooked by the margin clerk for many 
months. 


Negligence in the transferring of money from 
the margin account to the cash account as 
payment for securities purchased. 


It often took months to convert convertible 
stocks or bonds to the new security. This 
conversion is the respousibility of the re- 
ore2nization department. 


ay ae ; “rien 
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EXHIBIT DO 


VIOLATIONS OF CAPITAL 

Exchange Rule 325 requires that no organi 
business directly with the public shall permit its Aggregete 
Indebtedness to exceed 0 percentim i : Capital, which 
Net Capital shali not be less than »,000 1 case of a member 


orgenization carrying any accounts for customers. 


An audit was made as of October 31, 1968, by the corporation's 


independent accountants. The answers to the financial questionnaire 
es of that date were due on extension on December 30, but were not 
filed until January 16, 1969. Am analysis of the answers disclosed 
the following capital position: 


Aggregate Indebtedness $114 ,516,105 
Net Worth 16,610,810 
Net Capital Required 5,725,806 
Net Capital 4,557,939 
Net Capital Deficiency 1,167,876 
Ratio 2,512. 
Proprietary Positions 18,736,000 


As of January 30, 1969, the corporation filed with the Exchange 
answers to a Special Financial Questionnaire. Analysis on March 1& 
of these answers disclrsed the following: 


Aggregate Indebtedness $118,265 ,000 
Net Worth 19 ,082 ,006 
Net Capital Required 5,913,250 
Net Capital 3,968 ,000 
Net Capital Deficicncy 1,945,250 
Ratio 2,981% 
Proprictary Positions 23,802 ,000 
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During the period February 18 to April 8, 1969, Exchange 


examiners visited the corporation to determine the corporation's 
net capital and the condition of its books and records. In the 
course of the examination certain errors and omissions were noted 
_ in the preparation of the answers to the Special Financial Question- 
naire as of January 30, 1969. The exceptions notec by the examiners 
were applied to the analysis of the answers and the revised capital 
position resulted in a capital ratio of 3,920%. 
The corporation has for some time submitted "estimated" 
capitrl positions to the Exchange on a weekly basis. According to 
these computations there have been at least seven occasions when 
the capital ratio was in excess of 2,000%: 
6/16/69 2,359% 
6/23/69 2,353" 
6/30/69 2,191° 
7/ 7/69 2,565 
7/14/69 2,3324 
7/31/69 2, 151% 
12/12/69 2,9107 
In addition, the Special Operations Questionnaire prepared 


by the corporetion as of June 26, September 26, anc November 28, 


1969 showed ratios of 2,813%, 2,239% and 2,0997%, respectively. 
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EXHIBIT FE 


VIOLATION OF SEC RULE 17a-3(11) 


This SEC Rule requires the maintenance of a record of the 
computation of aggregate indebtedness and net capital to be 
prepared currently at least once a month, 

In reviewing the corporation's own capital computation, 
Exchange examiners noted that detailed computations were made 
only for January through May and for July in 1968. Estimated 
computations were made weekly throughout the year. The estimates 
were not based on a detailed analysis of the books but consisted 
instead of an adjustment each week of the prior week figures based 


on known major changes.~ 
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PXHER S 


The zucited 
on extzusion on Sebruary 6, 


fhe answers to the 


October 31, 1958, were due on cx ensicn 


~ 


The answers 


as cf December 13, 


for an extension of time 


auswers were cuumitted to 


EXHIBIT G 


‘ON_SPECIAL OPERATIONS QUESTIONNAIRES 


STOCK RECORD DIFFERENCES REPORTED BY McDONNELL & %&. 6 


—_. 


# OF DIFFERENCES LONG MARKET VALUE , SHORT MARKET VALUE 


1968 690 $1,469,704 193,180 


1968 239 960,999 150,290 
1968 


1968 

1968 

1968 
September 1968 
October 19638 
November 1968 2544* we 
December 1968 2017** 9,252,538 mae 1,345,868 
January 1969 1627 6,943,779 °;: 895,811 
February 1969 1503 6,791,488 1 778,937 
March 1969 1212 5,620,056 i 584,739 
April 1949 607 4,060 ,676 220,716, 
May 1969 597 2,827,178 192,407, 
June 1969 1126 1,463,000 603,000 
July 1969 832. 583,059 332,334) 
August 1969 280 163,171 129,376| 
September 1969 2220 Not Determined ; Not Determined 
October 1969 1281 k Not Determined 5,904,000 
November, 1963 674 Not Determined Not Determined 
December 1969 3487 6,352,000 - 9,697,000 
January 1970 3176 5,445,000 7,933,000 


fl 
O 
4 
- & 
a 
H 
> 
fl 
A 
Hi 
roa) 
(04) 
i 
te 
foal 
Hi 
; 


PLAINTIFFS ' 


*Auditors figures - valucs not known 
**Revised auditors figures 


The differences reported in April 1968 were resolved by May 1968, From May until November 
1968 no differences were reported as firm had not physically counted securitics pending the 
conversion of their record keeping system to IBM (Data Architects), 
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NEW YORK STOCK EXCHANGE 
DEPARTMENT OF MEMBER FIRNS 


OFFER OF SETTLFMENT OF T. MURRAY MCDONNELL 


In conformity with the provisions of Article XIV, Section 14 
of the New. York_Stock..Exchange Constitution, T. Murray McDonnell 
makes the following Offer of Settlement and Consent to the Board of 
Governors. Compliance with the provisions of paragraph 1, Section 14 
and Section 12 of Article XIV of the Exchange Constitution is hereby 
expressly waived. 

It is hereby agreed that T. Murrey McDonnell for the purposes 
of these proceedings only, without admitting any violation of law, and 
.£for no other--purseses=admits the matters specified in the Charge Memo-._ 
randum of the Lepartment of Member Firms, dated October 22, 1970, and 
is subject to discipline by the Board of Governors of the Exchanye, 
pursuant to Article XIV, Section 6 of tke Exchange Constitution. 


as —_ aoe =< - 


The foregoing agreements and waivers are made on the condi- 
tion that the Board of Governors of the Exchange impose a penalty on 
T. Murray McDonnell, which is hereby consented to, of suspension as a 
phi gg repr 2sentative for a period of 12 months, of which 10 months 
to be remit.ced in view of factors in mitigation and extenuation, 


tds + 


suc period of suspension to begin on the date of acceptance of this 
Offer of Settlenent by the Board of Governors. In addition, T. Murray 
McDonnell furth»r consents to the imposition of:a penalty that here- 
after he will not make application for, 0r.be granted, the positien 
of an allied meriber or member of the Excnange or any supervisory posi- 


tion with any member or member organization of the Exchange. 
: % 


It is further agreed that the Exchange may give novice of 
this Offer of Settlement and Consent and the subject matter thereof 
pursuant to Article XIV, Section 19 of the Constitution. 


NEW YORK STOCK EXCHANGE 


Ly Ee 
2 ee Me fatto oa t4 Arnsy 
Robert M. Bishop T. Leese se 


Vice President and Director 
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McNONMALL & €O., TNCORPORATED 


AGGREGATE INDEBTEDNESS 


Money Borrowed - Customers 


Securities Loaned - Customers 

Securities Failed to Receive - Customers 
Customers Free Credft Balance 

Customers other Credit Balances 


Other Liabilities 


Setober 31 
ome 1909 


$30,200,000 
. 4,310,000 
2,950,000 
7,620,000 
13,300,000 


2,080,000 


- 


$60,460,000 


October 27 
1969 


$30,400,090 
5,042,000 
& 087,000 
8,081,000 
14,827,000 


2,283 ,000 


aa Rati Di 


$64 720,900 


Increase 
(Decrease) 


$ (200,000) 
(732,600) 
(1,137,000) 
(461,000) 
(1,527,000) 


(203,000) 


$(4, 260,000) 
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McDONNELL & CO., INCORPORATED 


ESTIMATED CAPITAL POSITION 


OCTOBER 31, 1969 i 

r 

{ 

Acgtesgate Indebtedness $60,460,000 ‘ 

see Capital (1) $3,710,000 ' 

: Ee ieee : 

Capital Ratio (1) oes 1 630%, : 

_ Market Value of Proprietory Securicies $9,580,000 : 

4 : set Worth : $8,730,000 Vy 

} « ' 

H : 

} NOTE: Z 

: & 

(1) After deducting the following computed as of August 22, 19569: : 

Market value non-current short : 
$1,044,000 . 


dividend positions - 100% 


: _. Market value short security 
“eh differences - 30% eka a 


$1,044 ,000 
eS TS 


Before deducting above: 


Bet Capital $4,754 990 ’ 


4 723 
Capital Ratio é 1,23 2% 


“= sate wee eee ee ere ee 
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November 6, i969 


ee 


Mr. Robert A. Spies 
Department of Member Firms 
New York Stock Exchange 

4 New York Plaza - 2lst Floor 
at Broad & Water Streets 

New York, New York 10004 


Dear Mr. Spies: 

In accordance with our agreement to furnish you 
with a weekly capital computation, we enclose our estimated 
capital position as of October 3lst, 1969. 

Very truly yours, 
McDONNELL & CO., INCORPORATED 


Cc. B. Lindh 
Senior Vice Presicent 


BCBL:bf 

enclosure 

ee: Mr. G. I. Newman 
Department of Member Firms 
New York Stock Exchange 
Mr. Joseph O. Barton 


Chief of Broker-Deale - Inspections 
Securities & Exchang Commission 
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Meenlas New Youk Soak Exchange PEt Mreasdway New York, NOV. fot cbt 674d Cobdos bas kertope? 


November 19, 1970 


Mr. Robert '!. Bishop, Vice President 
New York Stock Excnange 

4 New York FPiaza 

New York, New York 16004 


Dear Mr. 


This reply is submitted in response to your memorancim of 
forwardec to me Fr. letter dated October 26, 1970. I must deny 
all your statements of alleged fact contzined in the charges because 


“they are lacking in validity and furthermore it is apparent that 


any admission wovld encourage legal ections csainst, among others, 


me, McDonnell & Co. Incorporated and the New York Stock Exchange. 


More to the point, by order of settlement -with the S. E. C., withous 
admitting or denying any of the allegations of the order, o> any 
violation of lew and for the purpose of settlement only, I consente- 
to a permanent barring from any managerial co: supervisory pos itica 
with any broker-dealer. I negotiated in good faith after a 
investigation by the S. E. C. and agreed to this settlement =n 
which the commission permitted me to at least earn a living 

nyself, wife and nine children as a stock broker. To consent to 
hee suspension, in addition, appears to me as unduly harsh and 


inequitable in view of all the circumstances. 


a 
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Stated in a sentence, the charge now made against me is that the 
Operations paeenena of MeDonnell was lacking in managem at control 
and there is the implication that the management of McDonnell may 
bikie misrepresented facts to the Exchange to conceal the true 
condition, which ostensibly explains why the Exchange aid not 
itself ore those years to protect the public interest. 

As Chief Executive Officer of one of the largest member firms 
country I did not-~-~ and could not--- know of some of the alleges 
operations violations, when they were occurring. To sugcest that 
the Chief Executive officer of a firm our size can know the daily 
@etails of the Operations Department is to induige in a fiction. 
Consistency would require that every Chief Executive Officer of 
every-member fimn now found to have violated these regulations Le 
similarly suspended for two years. 

I respectfully submit that it is not fair to hold me personally 
culpable for the results that ensued after the general manager of 
the business, my brother Sean McDonnell, who died suddenly in June 
ef 1968. 

I respectfully submit that it is not fair to hold me personally 
culpuble for the fact that management did not have reliable figures 
with which te maintain control for the ensuing several months after 
the Comptroller of the company, Stan Grees, died suddenly in,November 
of 1968. In addition Thomas McKay the firm's chief operations officer 


died suddenly in May 1969. 
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ubmit that it is not fair to hold me personally 
culpable for the incompetence of Data Architects end tneir inability 
to meet the contract which thép had entered with McDonnell to automate 
back-office procedures. ' 
I took whats <aktonnbie action for a Chief Executive Officer in order: 
to provide the company with prudent operating management, from the 
hiring of lHcKinsey & Co. Inc. in 1968, and Lawrence O'Brien as Presicent 
in 1969 down to the witimate hiring of H. C. B. Lindh and Paul MecDonelda 
to protect public interests. So far es my personal service is involved, 
the memorandum of facts prenared by the Fxchense 2 dilicsence 
with which I acted as Chief Executive Officer. 


2 


To the extent that the company allegedly operated in technical violation 
“of Some resulaticns, there is clear reason why we continued to operate 
despite the violations. The Department of Member Firms of the Exchénse 
‘repeatedly urged the company to continue despite the alleged violations 
because the alternatives of suspension were inconceivable at that tine. 
Violations now recited were known to the Exchange while they were 
occurring cnd oral waivers were given by the Department of Member Firms 
to continue while making best management efforts to correct the 
problems. 

Such efforts were vigorously mace with the encouragement and collabozat: 
of the Exchange. Again, your statrment of facts documents the history 


of waiver and ratification to which I refer. 


Thus a question is raised as to the authority of Exchange officials 


to interpret and to enforce Exchange regulations. ne position new 
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teken by the Department of Member Firms argucs that we should heve 
ignored their oral directives and suggestions, and that they were 

not personally authorized and responsible in so directing us. 
Repeatedly the management of MeDonnell was advised by officers 
employees of the Exchange that the regulations were Su: 
interpretations under some cf which we could he censicercd not 
violation. We were further advised by these same persons that 
arithmetical calculations regarding compliance «> { > arrived at in 
different ways under some of which we would not b+ found in violation. 
We were essured by innuendo, by oral statements, and by policy 
decisions that the eee and the arithmetic would be 80 construed 
was to find McDonnell not in violation of these regulations while we 


- 


made every effort to save the firm. 


men + weer em 


-Your memorandum of charges conspicuously oeiee ony factors in mitigatior 
or extenuation. My father founded this firm in 1905 and it was 
identified zs a. “rights” house because of its reputation as a specialis<: 
on the Exchange. I joined the firm after my education and oversees 
military service in World War II and undertook most jobs from the 
bottom to the top. In 1957 I commenced a broadening of the business 

by sonics sales, operations, research and corporate finance talent 
in a program of building an investment service with branch offices 
across the country. 

Fron a relatively modest business base of three million dollars at 


that time, the firm grew steadily to a twenty four million ¢ollar 


| gross income in 1967 with 26 branches and capital of over sixteen 
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million dollars. The company offered a wide range of services to 
individual investors, banks, institutions, corsorations and deslers 
It was a member of the Exchange holding four seats, and a member of 
the American Stoc: Exchange with two seats d ix regional 


exchanges. 

We gsove exployment to 1,300 people, of whom over half were locatec 

New York City. We hac over 350 registered representatives, and 
professional employees in Research, Investment Management, Unde 

legal and other staff departments totaled over 100. 

A sales training program started in 1967 was accelerated in 1968 to 

staff greatly expanding sales facilities by providing for the registrStion 
of 97 sales representatives at a cost of $618,000 which was approximately 


$300,090 in excess of such spending for 1967. Our customers totaled over 


sixty five thousand active accounts, among which were leading banks and 


inetitutions across the country. v 
For over sixty years it was the purpose of the firm to maintain the 
highest standardés of ethics and integrity in the conduct of its business. 
My own charitable activities included chairmanships of the Committce 

.on Education for the Archdiocese and the Executive Committee of St. 
Vincents Hospital. I am a trustee of St. Vincents Hospital and Branceis 
University as well as being a member of the Cardinal's Committee of the 
Laiety and first vice president of Catholic Yorth Organization. 

The crisis of the last three years in the securities industry is well 
known. In late 1967 and in 1968, the most active securities markets in 
history overwhelmei the industry‘s paper work processing capacity. As 


the Exchange itself has stated, the cascade of paper work into brokerase 
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offices, banks and transfer agents was unprecedented. Unfortunitely 
the magnitude of this crisis has overwhelmed many firms with McDonnell 
one of the first to go. The Exchange itself allowed McDonnell to 
continue in business despite its critical paper work and capital 
problems. 

To exact a suspension of me and deprive me of a living, at this time 
would cause me severe personal hardship. I personally am liable ‘for 
over two million dullavs as a panvit of this liquidation. Not only 
am I being held perscnaliy liable for over $1,650,000 plus interest 
that I borrowed to at into the firm to save it but I e= currently 

a defendant in a score of procesdings throughout the country. I have 


been strongly exdvised to commence personal insolvency proceedings. In 


addition to substantial losses of my own, immediate members of my fazil: 


including my mother, wife, sisters and brothers have personally lost 


over seven million dutiers. _——- = 

In view of all tne foregoing I submit that a disposition of this 
proceeding along the lines cf the S. E. C. order of settlement would 
be fair and equitable and allow me to continue ‘ earn a living uncer 


the close supervision of my current employer. 


‘ 


Respectfully submitted, 


— 
r Hewng h, Oornul 


tT. Murray  seiag 
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SECURITIES ARD EXCHANGE COMMISSION Li 
pial 


WASHINGTON, 2.0. 20529 + 


OY 2" tego = 


Hr. Rebert Ww, Haack, President 
New York Stocl: Exchanee 
Eleven tial) Street 

Hew York, New york 10005 


Dear Hr. Baack: 


In at least two respects, your letter dated November 20, 1970 on 

behalf of the Exchange appears to reflect a inck of appreciation of 

fLundamenrta) aspects ef the federal Securities lavs. Tie fLixree relates 

to the essence of broker-deoler net capital requirements gad the troper 

response on the part of these who administer thea vhen they discover 

non-compliance. The second Appears to display a Misconcepflion of the 

role and respons bility of a netional Sccurities exchanse under the 

Securities Exchange Act of 1934 ('the Act"), : 


In your letter, you point Out thet Article XIII of the New York Stock 
Exchange Constitution Provides, emone other things, that the sumrary 
Suspension power of the Poard ef Governors rast depend upon at leost 
One of several specifiad Lindinss, ineleding the one thar @ vember 
eoganization "is in such financial or operating; condition that it can- 
not be permitted to continue in business with safety to its creditors : 
or the Exchance." it is Plein from this and your August 3 and 31 letters 
' that the Exchange docs not shere the Commission's views ~-hat the very 
~ cireunstance of nhon~compliance by a mamber organization of the Exchance 
with its net capital requirenents coapels the finding that such Crvaniza= 
tion is in such a finaneial condition that it cannot be permitted un~ 
interruptedly to continue to carry on business as vsual with cafaty to t 
its custome-s and other ereditors, 


In this connection, ve cali your attention to Section 15¢:)(3) of *h, 

Act which (in conjunction with Section 13b) (4)) prouibite any registered 
broker or scaler fron effecting ony transaction in, ox inducing the pur~ 
chase or sale of, any sceurity (ith minor exceptions not here pertinent) 
otherwise than on o national securitics enchanse, in contravention of 
Commission rules ond Teguletions in the public interest and for tie pro- 
tection of investors to Provide saleauards with *CBpect to the financis} 
Tesponsibility of broi:ers and dealers. As you know, the keystone of the 
financial responsibility requirenents adopted by the Commission under this 
Section is Mule 15¢3-1 under the Act. The vital princile to be distilled 


Mae sec 


ok 


. 
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from: tie unequivoes] provisions of Section 15(¢)(3) is that 2 broker 
or dcaler wao is not in compliance with Rule 15c3-1 is by that circun- 
stance alone prohibited From cazaging in any over-the-counter buetness. 
Stated otherwise, a tanic tenet of the Act is that, when a broker or 
dealer is not in couwpliance with the Comuission's rule, he is in such 
a financial coniition that he cannot be permitted to continue engesing 
in over-the-counter business with safety to his customers ami other 
ereditors. Dy the same token, the provision in paragraph (b)(2) of the 
Rule gece memvcrs in good stanci.ug of specified exchanges (include 
ing the New York Stock Exchange), upon the assumption that their "rulsas, 
settled practices, and applicabJe resulatory procedures” are more cornpre- 
hensive than those of Ruic l5cs-1 is necessarily founded on the premise 
that the non-connliance by a pg orsenizacien of such an exchange 
should, at a minitun, result in the same consequences to such 2 rember 
os regards discontinuing all scab steele business as apply to non- 
member broliers or dealers who violate the Constission's rule. Norcover, 
in the event of the violation of an exciiange member of the self operative 
met capital] provisions of Section 8(b) of tie Act (sce c.5., Gv D. 
Narionette, 11 S$.5.C. 967, 966, mn. 2 (1942)), the unfitucss of thet member 
$e continus engaging in transactions on an exchange is similarly axiomatic. 
Accordingly, it is clear that non-compliance by a mamber organization of 
the New York Stock Ruchenge with its net capitel] requirements establishes 
@lone that the orcsanication is in such finencial condition that its 
continuing to carry on business endangers the safety of its customers 
@ud other creditors. 
The sccond point relates to the observation in your letter that, shauld 
the Commission withdroayv the exemption provided for exchenge members by 
subparagraph (b)(2) of Rule 1L$5c3-1, “the Comaission would then heve the 
pricory responsibility for administering the net capitel] rule with respect 
to NESE rember fe -dapreiaspibing and the Commission could begin nrocecdings 
to revoke the firm's broker-dealer registration if it determined that any 
met capital violation rerited that actiasn." If this is intended to convey 
thet, in the event of a violatien of Section Sb) or 15(c) (3) by one of 
its member organizations, the Exchange would be relieved of its direct 
responsibilities under Sections 6(b) amd G(d) of the Act to expe), suspend, 
or discipline a memoer for wilful violation of any provision of the Act or 
any rule or regulation thereunder, such a stance would fly in the face of 
the statute and the conclusions of the Svpreme Court in Silver v. Kew Yor! 
Stock Tuchanee, 373 U.S. 341, 352-357 (1962). On th: contrary, the “esipn 
of the Act in affordins special privileges to national scecurities exchanzes 
is to place upon sucit exchanges the inuecdiate and primary role and 
responssbility of “leadership” in enforcing the Act and the rules and 
reguistions thereunder with regard to its meabers Gilver v. [ov York 
Stock Nxchange, 373 U.S. at p. 352)). ~ 


memes coe oe 


{ 
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We believe thet the Exchange mast recopnise these fund 
if it is to f£ulfi)d its statutory oblications. 
te Sssist you in any way we can, 


anentz] principles 


Ne, of course, stand ready 


Sincerely, 


Chairman 


ee 


~ 


sso asl 
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Case Study of the Interpretation and Enforcement of the Net 
Capital Rule of the New York Stock Exchange 


PREFACE 


This case study of the interpretation and enforcement of the net 

capital rule of the New York Stock Exc. (“NYSE”) has been 
repared by the staff of the Subcommittee on Securities of the Senate 

Corpmnities on Banking, Housing and Urban Affairs. The staff has 
relied primarily upon published materials and upon the files of the 
Securities and Exchange Commission (“the Commission”). The Com- 
mission has cooperated in every respect in making its files available 
to the staff. 

Some of the documents reviewed by the staff were contained in non- 
public files of the Commission. The NYSE has not had an opportunity 
to review such nonpublic materials and in some instances contests the 
validity or accuracy of statements contained therein. 

It should be understood that the focus of the study is procedural 
rather than substantive. The relationship between the NYSE and the 
Commission is examined in the context of the self-regulatory frame- 
work established by the Securities Exchange Act of 1934. No attempt 
is nae to determine the proper components of « “good” net capital 
tule. 

Because of the large number of events and the volume of corres- 
pondence relating to the NYSE net capital rule during the financial 
crisis of the late 1960’s no‘ attempt at comprehensive treatment has 
been made. Rather, those events which may directly or indirectly 
bear upon the self-regulatory process have been selected. 
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Staff Study of the Interpretation and Enforcement of the Net Capital 
Rule of the New York Stock Exchange 


I. STATUTORY BACKGROUND; COMMISSION RULE 15C3—1; NYSE RULE 325 


In attempting to restore public confidence in the securities markets 
after the crash of 1929, the Securities Exchange Act of 1934 (“the 
Act”) addressed not only manipulative and unfair practices, but also 
sought to protect customers against the risk of broker insolvency by 
limiting the amount an exchange member could borrow in relation to 
its net capital.* Section 8(b) of the Act ? makes it unlawful for any ex- 
change member, or any broker or dealer who transacts a business in 
securities through the medium of a member, directly or indirectly— 


To permit i.1 the ordinary course of business as a broker his 
aggregate indebtedness to all other persons including custom- 
ers’ credit balances (but excluding indebtedness secured by ex- 
empted securities) , to exceed such percentage of the net capital 
(exclusive of fixed assets and value of exchange membership) 
employed in the business, but no‘. exceeding in any case 2,000 
per centum, as the [Securities and Exchange] Commission 
may by rules end regulations prescribe as ni cessary or appro- 
priate in the public interest or for the protection of investors. 


Section 8(b), however, applies only to broker-dealers who transact 
business through the medium of a stock exchange member. For this 
reason, and because of other technical difficulties,* the Securities and 
Exchange Commission (“the Commission”) has chosen to rely pri- 
marily on section 15(c) (3) of the Act ¢ to assure financial responsibil- 
ity of brokers and dealers.’ Section 15(c) (3), which was added in 1938, 
prohibits any broker or dealer from making use of the mails or of any 
means or instrumentality of interstate commerce to effect any trans- 


42 L. LOSS. SECURITIES REGULATION 1850 (24 ed. 1961). 

715 U.S.C. § 78h{b) (1970). 

® See, e.9. 2 L. LOSS, supra note 1, at 1850. For example. section 8(b) relates only to a 
poorer cusiec's business cs o broker making it difficult to ¢-termine when a violation has 
occurred. 

*15 U.6.C. § T80(c) (3) (1970). 

* It should be noted. however, that section 8(b) of the Act is and bas been treated as self- 
executing. The Commission has proceedad against broker-dealers for violation of the statnte 
even though no rules have been promulgnted thereunder. See 1 SPECIAL STUDY OF THE 
SECURITIES MARKDTS 407 n. 377, H.R. Doe. No. 95. @8th Cong. ist Seas. (1963) [here- 
lnafter cited ns “Special Study”}. See also H.R. Rep. No. 1358, 734, Cong., 2d Sess. p. 20 
(1934). Moreover, the absence of definitions for the terms “aggremate indebtednesaz” and 
“pet capital” in section 8{b) has not stopped the Commission from excluding securities 
having no ready market from net capital. See, e.g. Guy D. Marianette, 11 8.E.C. 987 (1942). 
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action in, or to induce the purchase or sale of, any security (other than 


an exempted security or commercial paper, bankers’ acceptances or 
commerc.al bills) — 


in contravention of such rules and regulations as the Commis- 
sion shal] prescribe as necessary or appropriate in the public 
interest or for the protection of investors to provide safe- 
guards with respect to the financial responsibility and related 
practices of brokers and dealers. . . . 


Pursuant to section 15(c)(3) of the Act the Commission adopted 
the forerunner of its present net capital rule on October 29, 1942.¢ 
Since that time the Commission’s rule 15c3-1 has been “one of the 
most important weapons in the Commission’s arsenal to protect in- 
vestors.”*? The Commission’s rule, as recently amended, imposes a 
minimum net capital requirement of $25,000 on most brokers and 
dealers and borrows from the theory of section 8(b) of the Act in 
imposing 2 maximum 20:1 ratio between “aggregate indebtedness” 
and “net capital” upon all broker-dealers subject to the rule.* The 
term “aggregate indebtedness” inclv les (with cartain exceptions) the 
total money liabilities a broker or dealer arising in connection with 
any transaction whatsoever.® And, 


in computing “net capital” the broker’s or dealer’s net worth 
(assets minus liabilities) is adjusted, among other ways, by 
adding unrealized profits or deducting unrealized losses in his 
own accounts, as Well as adding equities or deducting deficits 
in the accounts of partners; deducting altogether fixed assets 
and assets which cannot be readily converted into cash (less 
any indebtedness secured thereby) ; excluding liabilities 
which are the subject of a satisfactory subordination agree- 
ment; and deducting specified percentages (“haircuts” vary- 
ing from 5 to 30 percent) of the market value of all non- 
exempted securities long and short in the accounts of the 
broker or dealer and its partners.” 


A very important exemption from the Commission’s net capital rule 
excludes from its operation members in good standing of seven named 
stock exchanges (including the New York Stock Exchange) “whose 
rules, settled practices and applicable regulatory procedures are 


*SEC Securities Exchange Act Release Nos. 2323 (Oct. 29, 1942) & 8602 (Aur. 11, 
1944). 

* See Blaise d’'Antont & Assoctates, Inc. vr. SIC. 289 P. 24 276. 277 (Sto Cir. 1961), 
rehecring denicd, 290 F. 24 688 (Sth Cir. 1961), cert. denied, 268 1 &. X99. 

*17 CPR. 240.1%¢3-1(a). Recent amendments {mpose an 8:1 ratio upon broker-dealers 
commencing business during the first 12 months of their existence. she Securities Ex- 
change Act Release No. 9655 (June 14, 1972). 

°17 C.FLM. 240.15¢e3-1¢) (1). 

#2 L. Loss, aupra uote 1 at 12354. (Citations omitted.) The adinstments required 
in computing net capital under the Commission's rule reflect ite philosophy that Cc »- 
| ae intended financial responsibility rules for brokers and dealers to result in instant 
iquidity. [See, cg Gur D_ Marlanette, 11 SEC. 967 (1942): Stock Exchange Recula- 
tion, Hearings Before the House Cemm. on Interstate & Foreign Commerce, 734 Cong., 
2il Sees. nt 87 (19%4).) 

Application of the “halreut” previsions in computing net eapital fr {instrated by the 
Present rules 15c3-1 (SEC) and 823 (NYSE) whieh, for example. require the following 
dednctions from market value of seenrities, lone and short (except exempted securities) 
in the capital, proprietary and other accounts of brokers and dealers : 


Percent 
Blest Common StOCKe so came Bm 
Future commodity contrast. O00 ses 80 
Securities failed to deliver: — - 


40-49 dare olde 


10 
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deemed by the Commission to impose requirements more comprehen- 
sively than the requirements” of the Commission’s rule." This pro- 
vision, which is terminable pe ten days written notice by the Com- 
mission, has two primary effects. First, it means that most of the 
largest broker-dealers in the nation and those who account for the grea 
majority of the securities business in the country are not subject to 
mie 15¢3-1.%2 Second, the exemption serves to msulate members in 
good standing of the named exchanges from Commission enforcement 
of any net capital rule. The Commission does not have the power to 
directly enforce exchange rules (viz. NYSE mule 325).** And, it is not 
entirely clear that the Commission can compel national securities ex- 
changes to enforce their owa rules. 

Former Commissioner Ganson Purcel! testified in 1942, for example: 


Curiously enough, the act does not, however, contain any 
express provision requiring the exchanges to enforce those 
rules which are a condition precedent to its registration as a 
national securities exchange nor to enforce the changes in its 
rules which section 19(b) explicitly authorized the Commis- 
sion to bring about. Thus the act contains no express agree- 
ment that the exchanges agree co enforce their own rules and 
regulations. Nor does it provide any express procedure where- 
by the Commisson can itself see that exchange rules are en- 
forced." 


Thus, while the exemption from Commission rule 15c3-1 applies to 
members in good standing of certain stock exchanges “whose rules, 
settled practices and applicable regulatory procedures are deemed by 
the Commission to impose [more comprehensive] requirements . . .*, 
there is little in express language of the Act which compels the ex- 
changes to enforce or apply those rules, practices and procedures. 

As stated, the NYSE’s exemption from rule 15c3-1 is based upon 
the Commission’s finding on November 8, 1944 (the day before the 
rule became effective) that the capital requirements of certain ex- 
changes were more comprehensive than those imposed by the Com- 
mission.*> The NYSk’s net capital rule actually antedated that of 
the Commission. The forerunner of present rule 325 was established 
in 1939. At the time rule 15c3-1 became effective the Exchange’s net 


"Oc September Zs, i972 the exemption beeame wnavatiable te members of exchanres 
whose rules do not provide “for ratios and net capital at least equal to the minimum ratios 
and net eapital required’ by the Commission's rules. SEC Securities Exebange Act 
Release No. #632 (June 14. 1972). The NYSE has provided for such ratios in a recent 
amendment to irs role. Towever. it is doubtful tuat this amendment will have any practical 
eNect on Kule 15c3-1 a4 it bas been applied by the Commission. As the case study shown, dif- 
ferences between the Commission's rule and those of the exchanvesa have pot centered around 
the miniium ratios or net capital required by the rules themselves, but around the method 
of Compute the ratio of individual firars. 

Vheeeg Securities Indusiey Studs, Report of the Rubcomm, on Securit s of the Senate 
Comin. on Banking, Housing & Urban Affairs for the Period Ended February 4, 1972, 92d 
Cuong . 2d Sess. at 75 (1972). i 

Win. SEC, Study of Unsafe & Unsound Practices of Brokers & Lealers, 92d Cong., int 
Ress. HK. Doe, 92-221. op 6-7 (INTL). 

#4 Propose? Amenidineuts to the Securities Act of 1932 & to the So.vritles Exchange 
Act of 1954. Hearings Before the House Comm. on Interstate & Forcigu Commerce, 77th 
Cons... Ist Sees, at 1265 (1942). 

Of course, the rules of the exchanges do provide for sanctions »gainst members adjndred 
guilty of vielntions. See, ¢ 9 Constitution, New York Stock Uxchange, Inc, Art. IV. §6 

It has been widely assumed in the area of civil Hability, that national securittes ex- 
chanzes do have x sintutury duty te enforce their own rules. E.g. Baird v. Franklin, 141 
F. Zed 228 (20 Cir, 1944), cert. denied $22 U.S. 727 (1954). See also I. LOSS, supra note 
2 at 3177-3378: N. Wolfson & T. Russo, The Stock Exchange Member: Ligbilify for Viole- 
tien cf Stock Exchange Rulea, 5S CALAF. L. RV. 1120 (1970); L. Lowenfels. Implied 
ara ge — engy Ned ag phage ink Rules, 66 COLUM. L KEV. 12, 19-80 (1986) : Note 

*rivete Actions as a Reme or Violations of Stock Lechange Rules, &3 # EV. 
825. 879- R40 (1970) wl f g 83 HARY. I. REV. 
* SEC Securities Act Nelease No. 3617 (Nov. 8, 1944). 
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capital rule was in fact more “comprehensive” and gotlarss a more 
stringent test of liquidity. It established a 15:1 capital test for brokers 
and provided for greater “hairents” against the market value of secu- 
rities carried in the accounts of the firm and its partners than did the 
Commission rule.*¢ 

Since 1944 NYSE rule 325 and Commission rule 15¢c3-1 have been 
changed from time to time. Over the years rule 15c3-1 has been made 
more rigorous by the Commission.’ During the same period of time 
NYSE rule 325 has also been modified by amendment. 

Furthermore, the substance of rule 325 has been informally altered 
by “unpublished policies” and interpretations which have the same 
effect as rules.** In the opinion of the Commission these formal and 
informal changes have, on different occasions, made the NYSE rule 
either more or less stringent than Commission rule 15c3-1.'* The 
Exchange, however, is of the opinion that at all times material to this 
case study, its rules have been more “comprehensive” than Commis- 
mission rule 15c3-1. 

One reason for the differences between the Commission’s net capital 
rule and that. of the NYSE was a philosophical disagreement as to the 
purposes of such rules. The Commission and its staff.have historically 
taken the view that the rule is and should be a measure of “instan- 
taneous” or “immediate” liquidity, invoking the legislative history 
of the Act in support of this position.?° The Exchange, on the other 
hand, used a 30-day test of liquidity in interpreting its rule during 
the period covered by this case study.*? In May of 1970, however, the 
Exchange suggested that the staffs of the NYSE and the Commissian 
consider another approach in foimulating an appropriate net capital 
rule which it designated the “operating cycle” concept of a current 
asset: i 


3riefly, the ... [American Institute of Certified Public 
Accountants] fixes the time in which an asset qualifies as a 
good current receivable in relation to the normal! turnover or 
collection time of that tyne if [sic] receivable in norma] trade 
ractice. Applied to member organizations, this concept would 
ae to recognizing as good receivables some dividend claims, 
underwriting fees, insurance claims, and the like, whose nor- 
mal collection period is longer than the 30-days which the Ex- 
change now recognizes in its purely “liquidity” concept.?* 


In this case study we will make no attempt to assess the relative 
merits of the various theories of broker-dealer financial responsibility 
put forth by the Commission and the NYSE. But, it is important to 
bear in mind that some of the substantive differences which manifested 


#92 L Loss supra note 1 at 1253 n. 240. See p'so H. Roruch, Wall Street Security Risk 
174-176 (1071). Between Sept. 21, 1953 and Aug. 1, 1971 the minimum capital ratio 
required by NYSE rule 325 was 20:1, the same ratio proriged by Commission rule 15¢4-1. 
ZL. Loss, aupru note 1 at 1353 mn. 246. See also H. Faruch, Wall Street Security Risk 
178 (1971). Oo Aug 1. 1971 the ratio was arain changed to 15:1. 1 Study of the Securities 
Industry, Hearines Urfore the Subcomm. on Commerce & Finance of the House Coinm, on 
Interstate & Foreten Commerce, 892d Cong., Ist Sess. at 202-275 (1971 [hereinafter cited 
as “House Hearings"). 

% Seee¢.g 1 YWouse Heartnes at 53. 

31 Special Study 408-4100 (1963) ; 5 7. Lous, eupro note 1 at $420. 

“Id. And sce) House Hearings 53. 

"Eig. 2 Flouse Hearings 915; Guy D. Marianette, 11 S E.C. 867 (1942). 

= Pig. 2 House Hearings 909. 

% Letter from Robert W. Haack to Irving M. Pollack, Director, Division of Trading 
& Marke.s, Securities & Exchanze Commission, May 25, 1970. pp. 14-14. The operating 
escle concept was uot used by the NYSF, however, due in part to Commiasion resistance. 
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themselves during the period covered by the case study were based 
upon plausible policy considerations and not merely upon a rule of 
necessity promulgated at a time of tremendous stress. 


i. PARTIAL CHRONOLOGY OF THE FINANCIAL CRISIS 


A. NYSE Net Capital Rule and Special Trust Fund 

Over the years the New York Stock Exchange has taken great pride 
in the financial responsibility of its members. Until 1963, for exarmple, 
the Exchange’s annual Yact Book contained an extensive table com- 
paring the solvency record of NYSE member organizations with that 
of banks from the turn of the century on.?* The Exchange also meas- 
ured the success of its financial responsibility program in terms of 
the impact on customers and was able to state in April of 1970 that: 


~ - - no customer of 2 member organization of the New York 
Stock Exchange in move than 30 ycars has sustained a loss of 
securities or funds as the result of a failure of an NYSE 
member firm. This is a record of which the exchange is proud 
and one which we expect to continue unblemished.** 


The Exchange has viewed its net capital rule as being of funda- 
mental importance in assuring the financial responsibility of member 
organizations. In 1963 the Special Study of the Securities Markets 
reported that “the net capita] rule . . . is regarded by the Exchange 
as the most important rule administered by the department of mem- 
ber firms.” ?§ 

Until 1963 the Commission had no formal inspection program for 
the securities exchanges and the Commission does not knoty whether 
there were any net capital inspections of the New York Stock Ex- 
change prior to that time. A net capital inspection was conducted, 
however, in the course of the Special Study and the results were 
very complimentary of the Exchange: 


The enforcement by the Exchange of its net capita! rule 
should be the standard by which other aspects of its regula- 
tory program are judged. The staff vigorously seeks out 
violations and they are processed swiftly and fairly. 


In 1963 the Commission’s Division of Trading and Markets did 
develop a roi for a program of continuous and comprehensive in- 
spection of the NYS’s performance of its various self-regulatory 
responsibilities. Consistent with the Special Study’s analysis, the 
Division determined to deemphasize the NYSE’s net capital enforce- 
ment in making its inspections: “Areas such as enforcement of the 
Exchange’s net capital rule, which the Exchange has shown itself to 
have handled with diligence and efficiency, will be left alone or given a 
very quick inspection.” 

Thus, at the end of 1963 the New Yorl: Stock Exchange and its 
member organizations had established an admirable record of 
financial responsibility. The Exchange’s net. capital enforcement pro- 


™ Kee, eg., New York Stock Exchange. Fact Book, p. 37 (1962) 


® Federal Groker-Desler Insurance Corporation, Hearings Hefore the Subcom. on Se 


curities of the Seuate Comm. oo Bankiog & Currency, 91st Coag., 2d Sesa. at 176 (1970). 
= 4 Special Study SU6 (1562). 
4 Special Study S527 (1963). 
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gram had been found by the Commission to be a model of self-regula- 
tion. At about the same time the Exchange, moved by the failure 
of one of its most respected old line member firms, took additional 
steps to protect public customers from brokerage failure. 

The failure of Ira Haupt & Company !ed to the subsequent estab- 
lishment by the Exchange of a Special Trust Fund for the protection 
of public customers of insolvent member firms. The Exchange may 
ultimately expend over $100,000,000 of Trust and other funds to protect 
customers of failing member organizations.*’ 

In November of 1963 Ira Haupt & Company becarne insolvent when 

one of its customers was unable to meet margin calls on commodities 
(salad oil) contracts. The failure of Ira Haupt & Company placed in 
jeopardy the firm’s 20,700 custome: accounts aggregating millions 
of dollars in cash and securities.* ‘:0 meet the emergency and to 
maintain investor confidence, the Exchange’s Board of Governors 
voted to assess the membership up to $12,000,000 in connection with 
the Haupt liquidation. Of this amount $9,500,000 was actually used 
to assist in the liquidation.” 
. Shortly after the Haupt liquidation the Exchange membership es- 
tablished a $25,000,000 Sabin! Trust Fund to protect customers of 
member organizations which might fail in the future.*® The size of the 
Customer Assistance Program has been increased from time to time 
as needed and in 1971 the ceiling was raised to $140,000,000." 

The trustees of the Bund are the directors of the Exchange. They 
are authorized to use the fund— 


for the purpose of providing direct or indirect assistance to 
customers of a member [organization] . . . threatened with 
loss of their money or securities because such member [organi- 
zation} . . . is insolvent or is in such financial condition 
that... it may be unable without assistance to meet . . . its 
obligations to such customers, but only to such extent, if any, 
and in such manner, as the Trustees shall determine. 
(Emphasis added.) 


The Deed of Trust, which was signed on July 30, 1964, goes on to 
provide that: 


FIFTH: No... person shall in any event have any claim 
or right of action . . . against the Exchange, the Trustees. or 
any other person, or against the Fund, as a result of ary action 
taken or the failure to act by the Trustees in the exercise of 
their discretion. Whether or not expenditures from the Fund .. 
shall be made in a case involving a particular member [orga- 
nization] . . . and, if so, in what manner, to whom and to 
what extent, shall at all times remain exclusively within the 
sole and absolute discretion of the Trustees. 


With the establishment of the Special Trust Fund the Exchange 
appeared to have strengthened its already strong program for assur- 
ing member financial responsibility. 

* See, 9. New Yor® Stock Pixchange, Inc., Annus] Repart for the Year Ended Decem- 
ber 81, 1971. p 35 (1972). 

S See N, Miller, the Great Salad Oil Swindle 10 (1963). 


ast at 232. See also I. Baruch, Wall Street: Security Risk 213-214 (1971). 
i . 
ey] 


% New York Stock Exchange, Inc. supra note 27. 
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EB. Commission's 1964 Net Capital Inspection 

Between February 10 and 13, 1964 the Commission’s Division of 
Trading and Markets conducted an inspection of the NYSE'’s “treat- 
ment of matters relating to financial responsibility.” Three Commis- 
sion employees spent four days examining Exchange files and those 
of six member organizations in connection with the inspection. The 
inspection report concluded as follows: 


Our inspection indicated that the Special Study’s assess- 
ment of the Exchange’s performznce—that it should be the 
standard by which its other self-regulatory functions are 
judged—is on the whole an accurate one. Nevertheless, cer- 
tain wealmesses in procedures were noted which should be cor- 
rected. 


Among the weaknesses pointed out in the inspection report was the 

following: 

While [the practice of assigning greater haircuts to securi- 

ties of questionable marketability] .. . is very salutory and 

is effectively performed, the Exchange appears to be more 

lenient where an increased haircut will create a capital def- 

icit. The Exchange should reverse this leniency since a secu- 

rity which has only limited marketability is more dangerous 

- the poorly capitalized firm than to the well-capitalized 
rms. 


The staff’s concern over the Exchange's apparent policy of loosely 
interpreting the net capital rule where necessary to keep firms in osten- 
sible compliance was communicated to the Exchange in a meeting held 
April 1, 1964. The Commission’s record of the meeting recites: 


The staff mentioned that the Exchange staff appeared more 
lenient in taking a higher haircut on proprietary securities 
(following a marketability study) when the firm would be 
out of ratio. Jones said this was completely unintentional and 
that in fact he tried to be more severe. He agreed to look 
into it. 

The Commission’s files contain no further reference to this problem. 
In fact, for the next several years there is very little in the files recard- 
ing the NYSE’s enforcement of its net capital rules. After 1964 the 
Commission d. not conduct another formal net capital inspection of 
the Exchange uutil January of 1970 although the staff was in fre- 
quent informa) contact with the Exchange.?? In the 1970 inspection 
report the Commission’s staff expressed the view that, going back as 
far as 196$ (t’\e period covered by the inspection), the Exchanee had 
been too lenient in imposing sanctions for violation of mule 325. By 
this time, however, the securities industry was in the midst of tlic 
worst financial and operational crisis it has ever experenced. 

C. Leainnings of Financial Crisis 

Although the events of the period 1964-1968 are somewhat unclear, 
it is known that the capital problems of the late 1960's were related 
to a tremendous upsurge in trading volume and the ensuing paperwork 
crisis experienced by brokers. Beginning about 1967 share volume on 


™ See Chronology, Exhibit A. 
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the NYSE spurted to unprecedented levels. In order to take maximum 
advantage of the exceptional ¢ paca and volume, firms expanded as 

uickiy as possible, often without recognizing the potential strain on 
their financial position and with little regard for their ability to proc- 
ess transactions. As the paperwork began to back up, record discrepan- 

cies and mushrooming “fails” (failures co deliver or receive securities 
on settlement date) placed heavy burdens on firms’ net capital.** More 
and more firms experienced difficulty complying with applicable capi- 
tal rules. Some were required to liquidate. Others were forced to 
merge. When the dust cleared in 1971 over 100 member organizations 
had vanished from the NYSE’s roster and an unknown number of 
nonmember firms had also disappeared. 

Pickard &: Company, Incorporated. The first NYSE member 
organization to fail during the operational] crisis was Pickard & 
Company, Incorporated.** The appointment of a liquidator for the 
company on May 20. 1968 climaxed a history of numerous serious 
rule violations including recurring net capital problems. The Ex- 
change became aware of the first violation when the firm’s capital 
ratio was computed to be 2710% as of April 30, 1965 and 26429 as 
of June 30, 1965. The exchings censured the firm for this violation 
and directed the firm te maintain a ratio of below 1500%. One year 
later, June 30, 1966, the firm’s ratio was found to be 2539°¢. The 
Exchange censured the’ firm and fined it $5,000 for this and ‘other 
violations. On June*30, 1966 the Exchange also restricted Pickard 
from— 


hiring any additional salesmen; opening new branch offices; 
trading in excess of $100,000 for the firm account, acceptin 
any new margin accounts with significant debit balances; 
engaging in underwriting; and eficcting any new transac- 
tions for the conversion “account, in addition to the prior 
restriction imposed on Pickard in 1965 requiring it to 
maintain a net capital ratio of 1,500 percent.® 


In addition to the above capital computations, most of which were 
made by the NYSE, it is now known that the firm in some instances 
attempted to conceal its true net capital 7 pos ition by withholding bills 
from the firm and changing from an accrual toa cash basis of account- 
ing. 38 

The chronic record- keeping and capital problems of the Pickard 
firm began to heat up in late 1967 and early 1968. In December and 
January the firm’s auditors notified the Exchange that thev were 
having difficulty completing the audit and that they would he unable 
to express an opinion on its financial statements as of September 30 


™Securities Incustry Study, Report ef the Subenmm. on Securities of the Senate 
Comm. ea Banking. Housine & Urban Affairs for the Period Ended February 4, 1972, 24 
Cong. Zd Sess at 7-11 (1972). Fails to receive are Included among the items of “serre 
gute indobteciness” and muat he supported by the Orms “net capital.” Securities which 
the hroker-denier has falled to deliver to nmnother party (“falls to oliver’) hervond 
Su days after ecttlement date are subdfect te the “halrent” povisions of apniteshle pet 
capita . rules and therefore ean also hate a negative effect on the broker-ceale-'s net 
canitel pasition 

“Por a foller description of the affairs of Pickard & Company, Incorporated see 
Stef of Special Subcomm. on Investigations of Tlouse Comm. on Interstate & Forelen 
Commerce, 921 Cone., Ist Sess., Review of SEC Records of the Demise of Selected 
Broker-Dealers 136-140 (Subcemm. Print 1971) {heretoafter cited es “Demise. 

“™“Poemise at i138 Dowever, enbsequent inspections br NYSE and the Commissien 
revenicd that the firm had violated many of the restrictions tmposed upon it by the 
NYSE and emploved a namber of devices designed to circumvent the imposed restrictions, 
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1967. Other problems persisted and in Febrvary the Exchange dis- 
Patched at least 20 of its own employees to Pickard in an attempt 
to clear up "back office” problems. : ; 

The Commission commenced a private Investigative proceeding 
into Pickard’s affairs in Febrnary of 1968 when its New York Re- 
gional Office discovered in an unrelated investigation that it was im- 
Possible to obtain trading information from the firm because of the 
confused state of its records.3” On February 23, 1968 Pickard advised 
all of its registered representatives to seek other employment and on 


was relatively smal] by NYSE Standards, 30 Exchange emplovees 
worked for more than 1§ months in resolving Pickard’s record 
discrepancies.3* 

ominitment of Sperial Trust Fund. As Pickard’s problems deep- 
ened, the Commission sought to obtain from the NYSE & commitment 
that the Exchange would use its Special Trust Fund to protect Pick. 
ard’s public customers should the’firm fail. The Exchange, on the other 
hand, delayed such a commitiaent because it felt the need had not been 
demonstrated and because of the discretionary anture of the Fund. 
The correspondence between the Commission and the Exchange on 
this subject formed a pattern which was to recur throughout the 
financial crisis of the late 1960's, 

n February 25, 1968 the Director of the Division of Trading and 
Markets wrote to Mr. Haack, President of the Ea*hange expressing 
the Commission’s concern about Pickard and stating: “. .. in order to 
consider what action it should take in this matter the Commission 
Would like to know... the nature of the Exchange's commitment 
with respect to those obligations, if any, that the firm is unable to 
meet.” + 

The Exchange replied on March 1, 1968 stating in part: 


The Exchange is not aware that the firm has failed to meet 
its obligations other than their slowness in paying bills and 
delivering out accounts. 

However, we have not reached a conclusion that the firm 15 
insolvent and it has sufficient cash on hand to permit the 
operations ‘hat appear necessary in the near future for with- 
drawing securities from bank Joans and delivering out cus- 
tomer accounts. Consequently, the Exchange has not made 
any commitment to meet any obligations which the firm may 
not be able to meet: the reason being that we do not yet know 
that there are any obligations which the frm cannot meet.*? 


The Director of the Division of Trading and Markets wrote again 
on March 14, apparently trying to “jockey” the Exchange into some 
sort of a commitment to the. 3,500 Pickard customers : 

I have your letter of March 1, 1968 concerning Pickard & 
Company. While I understand that at this time no determi- 
nation has been mad rith respect to solvency, you have di- 
rected Pickard to cease all activities other than’ those neces- 

* See note 24 eupre, 

* Letter frou Robert M. Rishon to Irting MM. Pollack (Merch 1 neg 


ia a 

»” New York Stock Exehanre Snecial Memberahtp Bulletin (Ovtaher y977\ 
* Letter fron levine MM. Police. OK Ce ea 
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sary to complete an orderly liquidation. As I explained in 
our telephone conversation Jast week, the Commission is most 
concerned with the precarious condition of Pickard’s affair 
and accordingly desires to now the Exchange's position in 
the event the firm is unable to meet its obligations. 

I understand thet if necessary the staff of the Exchange 
would recommend to the trustees of the Special Trust Fund 
that with the exception of the firm’s subordinated lenders, the 
trustees undertake + fully discharge all of the firm’s obli- 
gations to its customers. J assume that in such event the 
Exchange staff also would recommend the appointment of an 
Exchange liquidator. 

If there is anv change in this position or if we can be of 
any assistance, please let me know. 


Although the Commission’s files contain no response to the Diree- 
tor’s letter, ultimately the NYSE did commit its Special Trust Fund 
to the Pickard customers A total of $407.000 was expended of which 
all but $169,000 has been recovered by the Exchange.** 

D. Dealing With the Crisis: 1968 

The Pickard failure was only one manifestation of the financial and 
operational crisis which, by the spring of 1968, was beginning to en- 
gulf the entire securities industry. To help stem the problem the 
Cemmission and the*Exchange instituted a camprign of inspection 
of every major firm in the United States. As a result of those inspec- 


tions restrictions were imposed on the business of firms having opera-. 


tional difficulties. Some 80 measures were put into effect ranging from 
Wednesday market chosing to restrictions on the business of problem 
firms.** Examples of the restrictions placed upon member organiza- 
tions by the Exchange included: no new sales offices, no increase in 
the number of registered representatives, no firm trading, no solicita- 
tion of margin accounts, no underwriting, special (weekly) reporting 
and restriction to a certain number of trades per day or week. In terms 
of the number of organizations subject to restrictions at anv one time, 
Ahe Pickard failure came near the high point. In June of 1968 there 
were 47 NYSE firms subject to restriction. By September of 1969 tha 
total was 28. Three months later there were 12.** Of course, as time 
wore on, the gravity of the problems increased. The potential conse- 
quences of failure of one or more cf the largest firms in 1970 were 
astronomical. 

Proposed Increase in Special Trust Fund. As conditions worsened 
the Commission stepped up its efforts to keep abreast of develop- 
ments in the industry ** and urged the Exchange to take steps to 
strengthen its shility to protect public enstomers. On July 2, 1968 
the Director of the Commission's Division of Trading and Markets 
wrote to the Exchange suggesting an increase in the Special Trust 
Fund. Mr. Haack, President of the Exchange, respended, in part, as 
follows: 

"8 Letter from Irving M. Pollack to Robert M. rag (March 14, 1968). 
New York Stock Exchange. Annual Report for the Year Ended December 31, 1096S, 
Pf. 16; U. Baruch, Wall Street: Security Risk 191 (1971). 
“New York Stock Exchange, Special MembLersuip Bulletin (Octoher 1970), 
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First, we would like to make clear for the record that the 
Special Trust Fund isa discretionary program. 

In selecting an eventual goal of $25,000,000 for the Special 
Trust Fund program, the high-level Special Committee of 
the Board which recommended the program to the Board and 
to the membership did so on the basis that Haupt had been the 
largest debacle ir the history of the Exchange; that $12,- 
600,000 was then the outside estimate of what it might cost to 
bail out the customers of Haupt; and that the availability of 
a sum twice that amount for possible use in a future case or 
cases should be a long-range goal, having in mind future 
growth of the Exchange community. 

From time to time over the last several years, the staff of the 
Exchange has considered whether it would be desirable to rec- 
ommend additional contributions to the Special Trust Fund 
or enlargement of the overall procram ... the conclusion 
has been made that the same considerations that led to the 
original decision . . . seemed, on review, to be still valid.” 


Although the Commission continued to pressure the Exchange, it 
took no formal action to obtain an increase in the Special Trust Fund. 
As conditions worsened during the following months, the NYSE did 
increase the Fund and, at Dec»:nber 31, 1971, had expended nearly 
$85,000,900 to directly or indirectly protect custorners of members and 
wns committed to expend further amounts up to $45,000,500. 

Current Information on Members.—-Another step taken by the Com- 
mission in attempting to deal with the burgeoning financial crisis 
was to request the Exchange to furnish the Commission with current 
information on the financial condition of member organizations. As 
stated, in May of 1963 the Commission and the exchanges determined 
to inspect every major firm in the United States. In July of 1968 the 
Director of the Division of Trading and Markets wrote fo Mr. Haacls 
suggesting cooperative efforts in regulation: 


.-. the Exchange would advise us of information devel- 
eped in the course of an inspection or inquiry which indicates 
(1) problems with regard to the soundness of the financial 
condition or net capita] position of any member organization 
or (2) possible misappropriation of customers’ funds or se- 
curities, unregistered distribution, fraud or other serious mis- 
conduct on the part of a member firm or an associated 
person.** 


In his reply, Mr. Hanck stated in part as follows: 


There is a further problem in reporting to you earlier than 
at present with questions of finance and serious misconduct. 
This is in defining at what point a :,aestion becomes a fact. 
For example. fairly frequently an examiner, as a result of a 
visit or questionnaire analysis, will report a possible capital 
Violation, which after investigation will prove not to he a 
violation because of reporting errors causing incomplete 
understanding between the Exchange, the member firm and 
eamotimas ito ansitane 


- 
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We doubt that the time of your staff should be occupied with 
possible duplication of worry, inquiry, and responsibility in 
the same such matters to which our staff is giving attention. 

There is also an important matter of morale of our staff in 
such matters. On such matters 12ported to you, you will have a 
responsibility at least for consultation with our staff. We have 
the feeling that this will lead to a deterioration in the sense 
of responsibility for corrective action and decision by our 
staff members who today are delegated such authority by 
our Board and officers.*® 


However, the Division of Trading and Markets renewed its re- 
quest on October 1, 1968: 


2. With regard to the repo:ting to us of suspected capital 
violations, you refer to the case where a possible violation 
is reported but due to errors or misunderstandings it is dis- 
covered that no violation in fact occurred. Here I believe it 
would be an easy matter for your staff to advise us of such 
a change in its opinion. I might point out that we have for 
many years worked rather successfully with the NASD in 
the capital area, Indeed, the NASD has had a few instances 
where reports have been made to us which later had to be 
modified based on circumstances such as you suggest. 

8. You state that-you doubt that the time of our staff 
“should be occupied .with the possible duplication of worry, 
inquiry. and responsibility in the same such matters to which 
our staff is giving attention.” In our view, any such duplica- 
tion is far outweighed by the advantages to be gained by 
early interchanges of information, seeped the real pos- 
sibility that your members may be rclieved of burdens imposed 
on them (unwittingly) by unnecessary duplication of regula- 
tory efforts. 

4. With respect to‘the matter of the morale of your staf, 
I should emphasize that a basic motivation for our proposing 
broader programs of cooperation is to enable us to place 
greater initiative-and responsibilitv in the established self- 
remulatory processes. We think that in the long run this would 
substantially increase morale.*¢ 


The question of degree to which the Commission should have access 
to information developed by the NYSE about the financial condition 
of NYSE member organizations was not resolved in the above-quoted 
correspondence. In fact, that question pervaded the entire financiul 
crisis and is treated in greater detail in a separate section of this case 
study.® 


Enforcement Problems.—During the balance of 1968 some NYSE 
member firms continued to experience net capital problems and en- 
forcement problems began to materalize. After its January, 1970 net 
expital inspection, for example, the staff reported to the Commission 
that, although the:» were 16 member firms which violated the net 


@ Letter from Rohert W. Haack to Irving M. Pollack (August 7, 1968) 
* Letter from Irving M. Pollack to Robert W. Haack p. 2 (October 1, 1967). 
& See pp, 62-268 infra. 
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capital rule at least once during 1968, only one net capital disciplinary 
proceeding had been reported to the Commission and only 6 of the 
firms had been the subject of Advisory Committee disciplinary actions 
during the following year. The Exchange asserts that review of its 
files indicates that it did take disciplinary action against one of these 
firms and that the remainder were cases where the firms did not in fact 
violate the Exchange capital rule. The Fxchange says that while pre- 
liminary analysis of audited questionnaires indicated apparent viola- 
tions. the firms or their auditors, when this was brought to their 
attention, were able to supply the Exchange with the necessary facts 
to show that the firms were not in violation. 

Commission examiners also reported to the Commission two in- 
stances in which Regular Financial Questionnaires filed by member 
organizations, interpreted under existing Exchange policies, would 
have revealed net capital violations. However, the staff reported, the 
net capital ratios were not computed in accordance with established 
a and the firms were not disciplined. As to these two cases, 

owever, the Exchange maintains that such was not the case. The 
Exchange states that the two firms would only hav been found to be in 
Violation had the Exchange charged their sizable short stock record 
bookkeeping differences, which was not its practice at the time. 

In Chairman Cohen’s letter of December 9, 1968 to Mr. Haack 
concerning the industry’s “back-office” problem, he stated : 


Among the matters which have *-on presented as having 
n substantial potential for improvins ‘he situation are the 
following measures which could be adopted promptly by the 
Exchange: 
& * sd ¢ * td 


(8) Firm application of the Exchange's net capital rules 
( ee all applicable charges), and “buy-in” rules. (Emphasis 
added.) 


As 1968 drew to a close the Commission was becoming impatient 
with the industry’s failure to remedy the so-called “back office” prob- 
Jem. During the year fails of NYSE member firms alone (including 
cver-the-counter trades) had increased from $2.7 billion in January 
to $4.1 billion in December.**? The Commission expressed its concern 
to the Exchange in strong terms in a meeting on November 4, 1963.°3 

Three days after this meeting the Exchange furnished, at the Com- 
mission’s request, a detailed status report listing the steps the industry 
was taking to monitor and deal with its problems. In this report the 
Exchange revealed to the Commission that some 46 member orga- 
nizations were then in operations restrictions. among the 25 orga- 
nizations doing the largest NYSE commission business, five were on 
restriction. A total of seven organizations (including one from 
among the top 25) were considered critical by the Exchange staff.* 

NYSE Constitutional Amendments—Prior to December 1968 
Article XIII of the Exchange Constitution authorized the Board of 
Governors to suspend a member organization only if it found that the 


= Seenrities Industry Study, supra note 41 at 10. 

“New York Stock Iixchange, Memorandum from RR. Jobn Cunningham to Lee D. 
Arsing (November 6, 1968). 
nae from R. John Cunningham to Hon. Manvel F. Coben pp. 5-6 (Norember %, 
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organization had failed to meet its engagements, was insolvent or was 
in such financial condition that it could not be permitted to continue in 
business with safety to its creditors or the Exchange. In order to 
permit suspension in those cases where operational problems warranted 
suspension, though it could not be shown that the member orga- 
nization was in or was bordering on “insolvency”, the Exchange on 
December 23, 1968 amended Article XIII of its Constitution to 
authorize the Board to suspend a member organization found to be 
in such operating condition that it could not be permitted to continue 
in business with safety to its creditors or the Exchange.** In support 
of the proposed amendments, which became effective on January 30, 
1969, the Exchange stated : 


The amendments would also give the Board the authority 
to suspend summarily a member organization whose oper 
tions were in such condition that it should not be permitted 
to continue in business with safety to its creditors or the Ex- 
change. This is being done in recognition of the need to be able 
to act quickly in sitnations such as that which occurred in 
connection with Pickard & Co., Inc. 


As the financial crisis wore on, interpretation of the provision gov- 
erning suspension of member organizations was to become a bone of 
contention between the Exchange and the Commission with the Com- 
mission favoring decisive Exchange action and the Exchange taking 
the position that its Constitution and Rules did not permit immediate 
suspension of a member firm simply because of a net capital deficiency.** 

Increased NYSE Surveillance-—The procedures outlined in the 
Exchange’s letter of November 7, 1968 to Chairman Cohen *’ for mon- 
itoring the financial and operational condition of mem'~~ organiza- 
tions were adopted in part out of concern for the reliability «? ‘nforma- 
tion on the financial status of members. This concern ‘1 to the 
development of a specig] operations questionnaire in the spring of 
1968 and to the reorganization of the Exchange's Department of Mem- 
ber Firms and appointment of six Exchange “coordinators” to pro- 
vide added surveillance. The source of the problem was, in part, the 
inherent unreliability of information furnished by the member orga- 
nizations themselves. Frequently those firms having the worst financial 
problems also had the worm books and records. Furthermore, mem- 
bers liad little incentive to promptly notify the Exchange of possible 
net capital violations which might result in suspension, expulsion or 
other sanctions. 

Thus, from 1968 on, the NYSE and the Commission were continually 
trying to improve the amount and quality of available information 
regarding the financial condition of member organizations. Throngh- 
out the period the Exchange maintained confidence in its ability to 
monitor and police the financial condition of its members. 


E’. Dealing With the Crisis: 1969-1970. 


In 1969 the gravity of NYSE members’ financial problems increased. 
Although fewer organizations were involved, the potential demands 


“The amendment provided that a member might be suspended for inselrency npon 
a finding that the member had “failed to meet its engagements,” was “Ineolrent” or was 
“in such financial or opernting condition that it cannet be permitted to continue tn busi- 
ness with safety to Its creditors or the Exchange.” 

“ Letier from Robert W. Haack toa Hon. Hamer H. Rudge p. 6. (October 23, 1970). And 
see text at p. 39%, tnfra, 

© See text supre at p 54. 
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on the Special Trust Fund grew by leaps and bounds.** By 1969 the 
Commission was aware that the “back office” problem had become a 
financial crisis of profound dimensions.*? On January 29, 1969 the 
Exchange, pursuant to its established practice, sent the Commission 
te current list of firms on restrictions. Thirty-five organizations were 
isted. 

Surveillance—On July 16, 1969 Chairman Budge of the Commis- 
sion requested the Exchange to report on its programs for checking 
on the financial condition of member organizations. The Exchange 
responded : “The Exchange’s programs sre relatively extensive in this 
area.” It then detailed the surveillance programs of the Exchange and 
concluded: “We feel that further measures are not necessary at this 
time.” * 

In response to another request from the Commission for informa- 
tion on its surveillance of the financial condition of member organiza- 
tions. the Exchange responded on September 23, 1969 that 16 firms 
were having financial dificulty but that “this does not imply that these 
firms have violated our capital requirements but that we are con- 
cerned with their capital condition and profitability. These firms hare 
all been contacted within recent weeks to improve their capital posi- 
tion * * * .”*% The Exchange did not mention in its letter that at Jeast 
two of the firms on the list had recently had net capital violations.* 
Nine of the 16 organizations mentioned in the letter were eventually 
either liquidated or forced to merge with other organizations. Two 
com.nenced liquidation within a month at an estimated eventual cost 
to the Special Trust Fund of over $7 million. 

Commitment of Special Trust Fund —Throughout the summer of 
1969 the financial condition of member firms deteriorated concurrently 
with the decline in the market. In response, the Commission involred 
itself more directly in dealing with the financial crisis. ‘As it had done 
in connection with the Pickard liquidation,* the Commission sought 
to obtzin early commitments of the Special Trust Fund from the 
Exchange as to each failing firm. Consistent with its own position in 
the Pickard matter, however, the Exchange responded that the Speciai 
Trust Fund was discretionary in nature and that-it would be pre- 
mature to commit the Fund before determining whether any expendi- 
tures would actually be necessary. In the first such case, that involring 
Dempsey-Tegeler & Co., Inc., the Exchange added: “The Trustees 
have always required that any expenditure of trust funds cease im- 
mediately upon the institution of any bankruptcy proceeding by or 
against the hem or upon the institution of any legal proceeding look- 
ing toward the appointment of a receiver.” © This same general en)- 
Joquy between the Exchange and the Commission recurred over the 
following months with regard to other failing member firms Tho 
Exchonge’s decision not to commit the Special Trust Fund until liqui- 
dation had commenced and, even then, to withhold all funds in the 

™ Seecg. Uneate & Unsound Practices Neport at 20%. fa. 16, 211, fn. 21. 

* Ree. e.g. 1 House Yiearings at 56. 

* Letter from Lee D. Arning to Hamer I. Budge (July 25, 1980). 

* Letter from Kobert W. Haack to Hon. Yumer H. ludge p. 2 (September 23, 1389). 

@F.9. Demise at h7. 101 

“7d. at 51, 102. Ser aleo SIC, Study of Unsafe & Unscund Practices of Brokers & 
Dealers, 920 Cong, Ist Sees. If Doe 2-231, p. 208, fn.16 (1971) [hereafter cited 
as Trsafe——Unsound Penetices eport”,] 

™ See, ¢.9. 1 House Ilearings at 56 


™ See fext eupre at p. 230. 
¢ Saco & Unsound Practices Report at 208 
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event of bankruptcy or other receivership proceedings appears to have 
made the Commission reluctant to “move in” on member organizations 
until all possibility of use of the Special Trust Fund had been 
exhausted.®* 

Enforcement Problems.—The Commission indicated in its Unsafe 
and Unsound Practices Report that, as the financial crisis became 
more and more serious, the Exchange relaxed its standards of com- 
pliance with applicable net capital and recordkeeping ruies because 
the Exchange believed that immediate enforcement would increase 
the danger to public customers.*® The Exchcnge believes that at all 
times during the financial crisis it interpreted its net capital rule 
in a fair and evenhanded manner and that it enforced its rules 
responsibly under all of the circumstances. 

In late 1969 and early 1970 the Commission’s staff reported sev- 
eral conversations with NYSE officers concerning the Exchange’s 
enforcement of its net capital rule. 

For example, on December 11, 1969 the staff reported that an Ex- 
change officer, speaking for himself and not the Board of Governors, 
had confided as follows: 


Ile stated that the Stock Exchange staff was under great 
pressure to interpret the rule as loosely as possible, so that 
firms would not be deemed in violation of the rule. He 
further stated that’once public ownership was approved and 
put into effect for-member firms, the staff would shift their 
position 180 degrees on the interpretation of the Exchange’s 
net capital] rule.’° F 


In a conference on J anuary 19, 1970 an Exchange officer reportedly 
stated that so many NYSE members had capital problems that in 
enforcing the capital rule you have to 


“Start living dangerously.” He said that it was extremely 
important to do everything possible to keep a firm in business 
because of the potential harm to customers when a firm was 
forced out of vusiness. [He] * * * said that although the Ex- 
change’s rule is at 2000%, in the past the Exchange has always 
adininistered the, rule as if it were a 1500% rule. [He] * * * 
said that the Exchange simply cannot administer the rule 
in that fashion any more because of the large number of 
firms that are close to 1500% or exceed it. 


* See eg. Unsafe & Unsound Practices Report at 25; H. Baruch, Wall Street: Security 
Risk 209 (1971). But see & Hones Hearings at 1619: 

Mr. Sporkin. I.am familiar with tt, Mr. Chairman, and the point is that I 
think that if vou saw how we operated in the critical period and understand 
what we did, ] think you would find tuat the way we operated was equitable, 
was fair across the board. 

I cive sou one example, we made ft quite clear when ft came to the net capital 
problems that New York Stoek Exchanze members were having at the time, we 
went to the New York Stock Exchange and we said: 

Look, under our computation, they are out of balance. You hare a choice 
here Fitber they come into balance or, in effect, you are going to commit your 
trust fuad monies, 

We enid further that, “If sou do not commit trust fund monevs, we are 
roing ¢s jure tn.” and I think if rou examine that record, you will find that, tn 
every instance, the exchange committed fts money; in every Instance that we 
did not act, they committed their moneys; and those instances where they did 
not commit the!t moners. I] think {t was In 7 days we were in court—the cases 
were Robinson & Co., First Devonshire. and Charies Plohn & Co. 

® Uneafe & Unsonnd Practices Report at 207. 
™ The Exchange official purperted to have made this statement denies that bis com- 
ments are accurately reSected in the staff report. 
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On April 21, 1970, pursuant to an invitation from Commissioner 
Owens, the top maragement of the Exchange met with the Commis- 
sion and its staff. The Commission’s memorandum of the meeting 
includes the following statements: 

[A] Commissioner * * * questioned the New Yoik Stock 
Exchange officials about the consistency of their interpreta- 
tions of their net capital rule, particularly in view of their 
testimony before Congress that their rule was stricter than 
the Commission’s. He suggested that it might help in dealing 
with troubled firms if everybody knew the truth about their 
condition and, to that «nd, he suggested that a firm and con- 
sistent. application oi ..e Rule would be best. In reply, Mr. 
Haack stated, “If we had been absolutely literal we probably 
would have had half of Wall Street out of business.” 


ee ak * * Me & * 


With respect to the concern expressed by Commissioner 
Smith * * * about the “quality” of the capital which had 
been infused into Dempsey-Tegeler and Hayden, Stone, Mr. 
Haack stated, “Beggars can’t be choosers. We have had to 
do things to be expedient or put the firms in tha red.” 


The Commission’s staff reported to the Commission that, when 
the Exchange decided to allow member organizations to continue 
in business despite their capital probleras, it did not merely grant 
them a special dispensation, Rather, the Exchange, according to the 
Comumission’s staff, interpreted the rule in such a way as to allow 
firms not only to continue in business, but to remain in seeming com- 
pliance with the rule."? For example, the following passage appears 
in a Coinmission Memorandum summarizing the net capital inspec- 
tion of the NYSE begun January 26, 1970: 


In the past, the Exchange, as a matter of policy, followed 
the Commission’s treatment [of short stock record differ- 
ences]. However, without notifving the Commission, the 
Exchange changed its policy in May 1969 so as not to charge 
its members’ capital with this item. The Exchange staff at the 
time of the inspection advised that the reason for this change 
was that a continuation of the old policy would result in 
nunierous violations of its net capital rule.” 


On April 28, 1970, after reviewing the staff’s report of the NYSE 
net capital inspection conducted in January and February of 1970. 


the Comunission authorized its staff to direct a letter to the Exchange 
stating, among other things: , 


Attached you will find a summary of findings made by the 
stall of the Commission as to the application and interpreta- 


"The procedure followed by the NYSE in ‘“‘workiss out" detalis with a member and 
pauies at a definitive computation is Gercrived in tbe Unsafe & Unsuund Irectices 
Report at 3. 

4 The Uechanee maintains that there was no por change In 3969 and that the SEC 
was fully aware of the Exchange's treatment o bookkeeping differences a3 far back as 
1966. The Exchange's description of its treatment of short stock record differences ts 
found at Fxhibir C. 

An xdditional reason for the Commission's concern nbout the treatment of ehort 
stock recerd Qifferences was that. unless charged egainst pet capitol, the member 
orgihization bad little incentive to research such Jiffcrences and elivainate them 
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tion made by the Exchange of its net capital rule (Rule 325). 
These findings raise grave doubts in the minds of the staff 
as to the retention of the present exemption to the Commis- 
sion’s net capital rule now enjoyed by the Exchange. 

Since the financial condition of member firms has become 
a source of grave concern to the Commission, we believe that 
inimediate steps must be taken by the Board of Governors 
of the Exchange to rectify the improper practices which 
have crept into the application of the Exchange's net capital 
rule.*® 


And, two days later the Commission authorized another admonition: 
to the Exchange: 


Consideration was given to a memorandum dated Apri! 27, 
1970 from the Division of Trading and Markets with respect 
to the New York Stock Exchange, in particular the Ex- 
change’s treatment of “short stock record differences and 
reserves for such differences” in the computation of a mem- 
ber firm’s net capital. The Commission approved an attached 
draft of a proposed letter from the Division to the Exchange 
advising that the Division could see no busis for granting 
relief from a strict interpretation of the appropriate net 
capital [sic} to Hayden, Stone & Co., Deinpsey, Tegeler & 
Co., or any other firm experiencing financial or operational 
difficulties, at least in the absence of an Exchange guarantee 
of the firm’s financial responsibility. Accordingly, the letter 
urged that the two firms be advised immediately to take 
steps to come into compliance promptly with the applicable 
requirements.” + 


The Exchange replied to the Commission’s letter of April 29, 1970: 
ge rey p 


with a detailed analysis of its own program of financial responsibility 
for member organizations. In a1. apparent reference to its policy of 


interpretation of rule 325, it stated: 


As noted above there is a high degree of interdependence 
among members of the Exchange community which results 
from the contractual relationship among the Exchange, Stock 
Clearing Corporation and Members and Member CUrganiza- 
tions. Not pe must the Exchange be concerned with the 
solvency and liquidity of individual members but it must 
also be concerned with the overall liquidity of the market 
place. Responsible administration of Rule 325 demands due 
consideration of the impact of remedia] action with respect 
to one member organization upon the wider circle of other 
brokers and their customers etc. A very significant benefit 
accrues to the entire community from the exercise of sound 
judgment by the adininistrative arms of the New York Stock 
ss een Unhappily there has been a tendency for the dis- 
cretion, responsibly exercised, to become confused with the 
interpretation of the specific test of statutes, remulations and 
rules. This process is not unique to the Exchange as is il- 
lustrated by your interpretation in support of haircuts on 
commercial paper. I believe that it will be very useful if 


® Letter from Irving M. Pollack te Robert W. Haack (April 29, 1870). 
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members of our respective staffs can cooperatively study 
(among other things) the proper boundaries of the two dis- 
tinct processes: interpretation and responsible exercise of 
discretion." 


The Commission’s files do not reveal what response, if any, was 
‘made to Mr. Haack’s letter of May 25, 1970. But, in any event, the 
‘Commission did not do what it had suggested in its April 29 letter— 
viz. withdraw the Exchange's exemption from Rule 15c3-1. 

In June of 1970 the Commission’s staff received wliat it described 
-as a “thorough briefing” from an officer of the Exchange. In addition 
to certain specific information, the staff gained the following 
impressions: 

1. Financial problems are more widespread than we have 

reviously realized. A considerable number of NYSE mem- 

er firms, including some substantial ones, have been in net 
capital violation, this year and/or last year, and many other 
(sic) have had ratios over 1500%. 

2. These problems, as of now, are still of manageable 
proportions. The Exchange has been erect successful in 
pressuring troubled firms to raise more capital or to join with 
Stronger organizations. Cost cutting programs have been 
urged for many firms. 

3. The Exchange is quite apprehensive about the future 
because there is no end in sight to the crisis. In addition to 
the understandable reluctance to shut down any member, 
there is the fact that the Exchange cannot afford to stand 
behind all of the inembers that are in net capital violation 
now, let alone those that might become so in the future. Con- 
sequently, the Exchange cannot and will not enforce com- 
phance with its net capital rule. 

4. There is a feeling that some firms, e.g., Hayden, Stone, 
may be too big to regulate. In other words, t 1ey may be achiev- 
ing quasi-utility status, whereby the public interest requires 
their continuation despite their deficiencies.” 

In July, however, another NYSE officer gave a very contrary im- 
pression in a national magazine article: ; 


Before this year, a firm was required to keep its ratio of net 
indebtedness to liquid capital below 15:1, which was the ex- 
change’s early werning mark. (At 20:1, a firm would be 
forced ont of business “in a matter of hours,” says Arning, im- 
plying that he does not allow a firm’s ratio to get even that 
high.) But in the first quarter (sic) this year, the Big Koard 
toughened the rule; the ratio, it said, had to be under 1211), 
and operating losses for a month could not exceed 15% of ex- 
eess capital. If capital was the problem, the firm usually was 
allowed no more than n week or two to get it in line. The grace 
period was longer for operating prerogatives [for corrective 
action] are management’s,” ss ys Arning.’¢ 

%* Tetter fren Robert W. Haack to Irvine “¢. Pollack p. S (May 25,1970). 
= The Exchange offcial purported to bare done the briefing denies that his comments 


“are accurately reflected in the staff's reported impressions. 
% Pusiness Week, July 18, 1970, p. 112. 
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On August 11, 1970 an informal meeting was held among NYSE 
and Commission staff members to discuss possible revision of NYSE 
rule 325. According to the Commission memorandum of the meeting: 


The NYSE representatives indicated that the Exchange's 
Executive staff had been surprised at the differences between 
Rule 325 and the Commission’s net capital] rule emphasized in 
the report of the recent staff inspection. Consequently, the Ex- 
change had been led to apply their net capital rule more con- 
sistently in recent months. 


Early Warning System; First Devonshire Corporation; Goodbody 
d: Co.—In its attempts to deal with the financial problems of member 
organizations, the NYSE developed what it called an early warning 
system in 1970. Through a series of financial questionaires and Ex- 
change coordinators, the Exchange sought to closely moniter organi- 
zations in order to discover problems before they became unmanage- 
eble.** The Exchange had high hopes that the early warning system 
would enable it to deal with incipient problems more expeditiously.”* 
However, subsequent events of 1970 made it clear that a surveillance 
program based solely upon the records of member organizations could 
not be relied upon to stave off massive brokerage failures. 

During the summer of 1970 Congress had under consideration the 
Securities Investor Protection Act of 1970. In preparing a report to 
the Congress on the financial condition of Exchange members, Chair- 
man Budge of the Commission asked the NYSE for advice as to the 
current status of member firms that might reasonably be expected to 
co into liquidation with potential losses within six to 12 months. He 
specifically inquired about a list of firms which the staff had advised 
were in varving degrees of financial difficulty.’”* The Exchange re- 
sponded on August 12, 1970 that, except for three of the firms, it did 
not believe that any of the listed firms should reasonably be expected 
to go into liquidation. As to those three firms it expected that they 
could meet their obligations to deliver out customer accounts without 
Exchange assistance.*® When the Exchange suspended First Devon- 
shire Corporation (one of the firms not expected to liquidate) six days 
later, it became apparent that there were serious imperfections in the 
early warning system. And, when questioned by the Commission on 
October 16, 1970 about a2 reported €8 million capital deficiency at 
Goodbody & Co., a firm not on the Exchange’s special surveillance list, 
the Exchange answered: 


The Commission’s dismay was certainly no greater than 
ours when the preliminary results of the audit became avail- 
able on October 15, which revealed that the audit’s results 
were completely out of line with the firm’s capital computa- 
tions upon which we had been relying.®' 


It was not surprising, then, that the Chairman of the Exchange's 
Monitoring Committee wrote to Mr. Haack in October of 1970. 


™ See, ¢.9., Special Membership Rulletin, October 1970. 

TM See, cg. Federal Nroker-Dealer Insurnnce Corporation. supra note Tf at 184. See also 
letter from Robert W Dlaack to lion. Hamer H. Budge (April 15, 1970). 

* Letter from Ton. Hamer Il. Budge to Robert W. Haack (August 7, 1979). 

* Letter froin R. John Cunningham te Hen. Hamer Kudze p. 4 (August 12. 1970). 

" Letter from Robert W. Haack to Hon. Hamer H. Budge (October 23, 1970). 
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I think the New York Stock Exchange should consider 
whether, in the light of this situation, it can really talk seri- 
ously about having an effective carly warning system or 
whether entirely different procedures such as more frequent 
or possibly continuous auditing procedures of member firms 
should be studied. I am very uncomfortable with the idea that 
the Securities & Exchange Commissi: », the Congress and the 
public not be misled about what we can or cannot do in terms 
of early warning or monitoring, and I know that in this I 
speak for our full committce.*? 


October 1970 Net Capital Inspection—Shortly after it learned of 
the net capital deficiency of Goodhody & Co., the Commission directed 
its staff to conduct an immediate inspection of the Exchange's early 
warning system and a further inspection of the Exchange's admin- 
istration of its net capital rule.*? This was the second net capital in- 
spection of the Exchange in less than a year. 

As a method of procedure the staff determined to prepare a series 
of 19 to 20 memoranda, each dealing with a single firm. The purpose 
of the memoranda, which were prepared during the following three 
months, was to allow the Commission to determine the “extent to which 
the Exchange knew of the problems of these firms and acted to force 
corrective measures.” It is not necessary to deal in this case study with 
these individual firms on a case by case basis as that has been done 
adequately elsewhere.** However, it should be mentioned that these 
memoranda to the Commission tend to support the conclusion, stated 
in the Unsafe and Unsound Practices Report that the Exchange in 
some cases interpreted its net capital rule flexibility in order to aroid 
putting member organizations out of business. Our examinations of the 
files reveals that, although it made periodic remonstrances, the Com- 
mission did not terminate the Exchange’s exemption from rule 15¢3~1. 

The NYSE interpretation of its enforcement policies was contained 
in 2 Special Membership Bulletin issued in October of 1970. The Ex- 
change seemed to feel that its policies had been in the best interests 
of the financial community and its customers: 


A question often asked is why did the Exchange allow a few 
major firms to continue in business despite critical paperwork: 
ond capital problems. This was the case, for example, in $8 ma- 
jor firms, Dempsey-Tegeler & Co., Inc., McDonnell & Co., 
and Blair & Co., with a combined total of 165,000 customer 
accounts. In each case, the Exchange allowed continued opera- 
tion under increased regulation, pending a sealing down of 
business and reduction of paperwork backlogs to manageable 
proportions. 

These were the key reasons for this approach: 

* * * The severity of paperwork problems in these firms 
and the great number of customer accounts involved would 
not have allowed orderly liguidation had the firm been sus- 
pended. Errors in stock records alone would have required 
many months, perhaps years, to resolre. 

© 1 House Hearings 71. 


" Letter from Hon. Hamer Fi. Buige to Robert WV. Haack (October 18. 1970). 
™ See, c.g. Demise; Unsafe & Unsound [ractices Report at 61-72, 95-122, 205-219. 
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* * * Suspension could have emptied these firms of cleri- 
cal staff at a time of intense competition among brokerage 
firms for skilled operations employees. Demands of liquida- 
tion are great: for example, Pickard & Co., 2 small firm with 
3,500 accounts suspended by the Exchange in 1968, required 
30 Exchange examiners working more than 18 months with 
the help of firm employees and auditors to resolve errors in 
records. 

*“* * Announcement of suspension of these major firms 
could have prompted a run by customers on firms which did 
not have a problem. With investor confidence shaken, the 
effect even on healthy firms might have been major. The chain 
effect of these events could have been grave. 


At about the same time as the second net capital inspection of the 
NYSE in 1970 the Commission and the Exchange entered into two 
series of correspondence which demonstrated their differences of 
opinion regarding the net capital rule. First, they disagreed as to 
what action the NYSE should take against a member who violated 
the rule. Second, negotiations began over the NYSE’s proposed 
amendments to rule $25 which eventually culminated in the full scale 
revision of July 1971. 

Suspension of Member Organizations.—The first series of cor- 
respondence was commenced by Chairman Budge upon learning of 
the dire-straits of Gnodbody & Co. when he wrote to the Exchange 
asking what steps it was taking to protect Goodbody’s customers. He 
added: ; 


As you are aware, it is the Commission's position and it 
has so advised the Congress in connection with “SIPC” leg- 
islation that if any firm was permitted: by the Exchange to 
operate while in net capital deficiency, the Exchange would 
have to accept responsibility for the losses suffered by cus- 
tomers of such firm.** 


Mr. Haack’s reply reminded the Commission that “Exchange Rule 
325 specifically provides that in the case of a particular firm the Ex- 
change may make a specific temporary exception to the capital rules 
‘due to unusual circumstances.’ ” §* He went on to point out that: 


The Exchange Constitution and Rules do not authorize 
immediate suspension of a member firm simply becece of 
a net capital deficiency. The provisions of Article Kit 
which require suspension of a firm for insolvency necessitate 
a finding that the member firm has “failed to meet its engage- 
ments” or is “insolvent” or “is in such financial or operating 
condition that it cannot be permitted to continue in business 
with safety to its creditors or the Exchange.” The Exchange 
had no basis for reaching any of these determinations on the 
date it first learned from the auditors of the net capital 
deficiency which existed in Goodbody & Co." 


On November 10, 1970 Chairman Budge wrote again, stating 
the position taken in Mr. Haack’s letter “is inconsistent with the 
Exchange’s representations previously made to the Congress and 


* Letter from Hon. Hamer Il. Budge to Robert W. Honck (October 16, 1970) 
S letter from Robert W. Haact to Hon. Hamer H. Budge, p. 5 (October 23, 1970). 
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the Commission * * *”** and suggesting that the Commission was 
considering withdrawal of the NYSE’s exemption from Commission 
rule 15c3-1: 
Under Sections §(b) and 15(c) of the Securities Exchange 
Act of 1934, and Rule 15c3-1 thereunder, it is illegal for 
a broker-dealer to continue to do business when his net 
capital ratio exceeds 2000%. Both Congress and the Com- 
mission have thus determined that a firm in net capital 
violation is inherently in such serious financial condition as 
to warrant its being prevented from continuing in business. 
In any event, in light of the positica expressed in your letter, 
an additional serious question is raised as to the validity of 
the basis for the exemption from the Commision’s net capital 
rule accorded to members of the New York Stock Exchange.®® 


However, Mr. Haack reiterated the NYSE’s position that its con- 
stitution and rules did not permit summary suspension of a member 
organization without first making a finding of insolvency or of danger 
to creditors or the Exchan_. He then pointed out the practical prob- 
lem faced by the Exchange in vigorous y enforcing its net capital rule 
on the one hand and in affording minimum requirements of due process 
of Jaw to its members on the other: 


The Exchange is the defendant in two law suits * * * 
arising out of the suspension of that former member firm in 
November 1963. The substance of those complaints is that 
the Exchange acted prematurely and without sufficient facts 
in suspending the firm under Article XIII of the Constitu- 
tion because of its financial condition. A total of $12 million 
in damages is sought from the Exchange in these two actions. 

Sd * oh uw * s * 


It does not seem to us that if the Commission decides to 
revoke the Exchange’s exemption from the Commission’s net 
capital rule, as the letter hints might be done, that this action, 
in and of itself would be sufficient to alter the situation with 
respect to the Exchange Constitutional guarantees for due 
process.*° 


The Commission responded on November 25, 1970 with a compre- 
hensive rebuttal of Mr. Haack’s letter. It stated in part: 


In at least two respects, your letter dated November 20. 
1970 on behalf of the Exchange appents to reflect a Inck of 
appreciation of fundamental aspects of the federal securities 
Jaws. The first relates to the essence of broker-dealer net 
capital requirements and the proper response on the part of 
those who administer them when they discover non- 
compliance. 

* & s s * Ld ad 

The vital principle to be distilled from the unequivocal 
provisions of Section 15(c) (3) is that a broker dealer who 
is not in compliance with Rule 15c3-1 is by that circumstance 


*“Ietter from Hon. Damer FH. Eudge to Robert W. Haack, p. 1 (Norember 310, 1970). 


Jd. at2 
Letter from Robert W. Haack to Ilion, Hamer H. Budge (Norember 20, 197). 
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alone prohibited from engaging in any over-the-counter 
business. 


* * * * * * * 


of the Rule exempting members in good standing of specified 
exchanges (including the New York Stock Exchange), upon 
the assumption that their “rules, settled practices, and applica- 
ble regulatory procedures” are more comprehensive than those 
of Rule 15c3-1 is necessarily founded on the premise that 
the non-compliance by a member organization of such an 
exchange should, at a minimum, result in the seme conse- 
ae to such a member as regards discontinuing al] over- 
the-counter business as apply to nonmember brokers or deal- 
ers who violate the Commission’s rule. 
* * * * * * * 


By the same token, the provision in paragraph (b) (2) 


Accordingly, it is clear that non-compliance by a member 
organization of the New York Stock Exchange with its net 
capital requirements establishes alone that the organization is 
in such financial condition that its continuing to carry on 
business endangers the safety of its customers and other 
creditors. , 

l * * * * + * * 

We believe that the Exchange must recognize these funda- 

mental principles if it is to fulfill its statutory obligations.” 


The NYSE replied on December 10, 1970 in part: 


The record clearly indicates over all of the years during 
which the Exchange has eported disciplinary actions to the 
SEC that the Exchange h s never considered that any viola- 
tion of its net capital Rule 325 necessarily resulted in suspen- 
sion from the Exchange... . 

In addition, I do not understand your suggestion that the 
exemption for Exchange members contained in SEC Rule 
15c3-1 “is necessarily founded on the premise that the non- 
compliance hy a member organization of such an exchange 
should, at a minimum, result in the same consequences to such 
a member as regards discontinuing all over-the-counter busi- 
ness as app!x to nonmeinber brokers or dealers who violate the 
Commission’s rule.” .. . 

You can be sure the Exchange recognizes its responsibilities 
under all sections of the 1984 Act. Over the years, it has, we 
believe. discharged those responsibilities ably.” 

The Commission's files rever! no further correspondence on this 
matter and no Commission retion to compel the NYSE to conform its 
conduct to the Commission’s strongly stated views. Nor did the Cem- 
mission carry out its suggestion that it might terminate the exemp- 
tion from rule 14c3-1 for members in good standing of the NYSE. 

“Phase I” Amendments.—The second series of correspondence be- 
tieeen the Commission and the Exchange also demonstrated funda- 
mental differences in their respective interpretations of the purpose of 
net capital rules. However, in the end, the Commission was more 
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successful in urging its position upon the NYSE than in other areas 
of disagreement. On October 1, 1970 the NYSE forwarded a broad 
scale revision (“Phase I”) of mile 825 to its members for comment. 
After considering the proposed revisions, the Commission authorized 
the Division of Trading and Markets to respond in part 2s follows: 


As you are aware, the exemption which your members were 
granted three decades ago from the net capital test adminis- 
“ered by the Commission was based on the premise that the 

<change’s net crpital test was the more stringent one. Over 
ine course of the years, changes in the interpretation of our 
respective rules, aud ‘differences in enforcement practices, 
have resulted in a reversal of the stringency of the two rules to 
the point where tHe question must be raised whether the ex- 
emption previously accorded is still justified. We reerct to re- 
port that our analysis of the proposed changes to the Ex- 
change’s net capital rule does not indicate a sufficient 
strengthening to obviate that question. 

Indeed, in some arens, it appears that the revisions would 
merely codify existing weak interpretations, while in other 
areas, they would further relax the standards now it. effect. 
The regressive character of the proposals is not due to specific 
language which could be altered easily, but rather is due to 
their fundamental premise that the net capital test should 
be geared to a firm’s “operating cycle” or “credit worthiness”. 
On the basis of recent experience, however, we can see no 
justification for departing from the liquidity concept which 
previously underlay both the Commission’s and the Ex- 
change’s net. capital rules." 


The files reveal no further correspondence between the Commission 
and the Exchange regarding the October 1 draft. However, on Janu- 
ary 21, 1971 the Exchange did submit, pursuant to Commission rule 
17a-S a slightly revised draft which had, by this time, been approved 
in principle by the Board of Governors.** The Commission authorized 
the Division to comment upon the proposed amendment on February 
10. The Div:sion’s letter referred ths Exchange to its previous com- 
— October 9 and, nfter discussing the proposal in detail, con- 
‘cluded : 


We regret that our analysis of the proposed amendments 

to Rule 325 indicates t!. ot whatever little progress there might 

be in some areas would be counter-balanced by regress in other 

areas, Overall, there would be no appreciable streng’ hening 

of an already inadequate standard of financial responsi- 

bility.” : 
Among the matters left unresolved after the Commission's letter 
of February 10,1971 were different views regarding treatment of short 
Stock record differences. dividends and interest receivable and secu- 
rity haircuts. On April 6, 1971 Commissioner Needham, after dis- 
cussions with the NYSE, reported to the Commission that the Ex- 
change was ready to coneede on certain points and that compromise 

* Letter from Irvine M. Pollack to Robert W. Haack (October 9, 1976). 


™ Letter from Robert M. Rishop to Irving M. Pollack (Tan. 21, 1971). 
* Letter trom Irving M. Pollack to Robert ML. Bisbop (Feb. 10. 1971) p. 9. 


Id. at 4. ‘ 


eee joa is I 

ie — Tor one san weweesesane, GY YISEL PULL & 1 ICDLIUTL FOCOMeES A INCL. ' 

For example. fairly frequently an examiner, as a result of a 

+ Visit or questionnaire analysis, will report a possible capital 


violation, which after investigation will prore not to he e 
violation becanse of reporting errors causing incomplete 
understanding between the Exchange, the member firm and 
wh sometimes its auditors. 


"Letter from Robert W. Flaack to Irvine M. Pollack (July 18. 9¢ £8}, 
* Letter from Irving M. Pollack to Robert W. Iaack (July 18, 1985). 
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positions had been suggested on the manner of treating short stock 

record difference and receivables. On May 24, 1971 representatives of 

the Exchange met with members of the Cornmission and its staff to 

explain the Exchange’s pending net capital proposals.’ As a result 

of the May 24 meeting ive Exchange, on May 28, 1971, submitted its 

final proposed net capital amendments under Commission rule 17a-8.*8 
. The May 28 proposals embodied the compromise provisions to which 
Commissioner Needham had referred on April 6. 

The Commission’s comments on the Exchange’s May 28 proposes 
were contained in a letter of June 17, 1971. In the letter the Director 
of the Division of Trading and Markets reiterated some of the Com- 
mission’s earlier comments and discussed the Exchange's amended 
proposal at Jength. He surnmarized the Commission's views as follows: 


We regard the new Exchange net capita! package (Phases 
I & II) asa step forward in the strengthening and clarifica- 
tion of your current provisions. However, where certain spe- 
» cific Exchange proposals would result in a weakening of its 
current posture, a significant variation from more rigorous 
Commission practice or a departure from our recommenda- 
tions made in this letter you should make all efforts to adopt 
the app’ oaches in this letter as soon as possible.** 


When the NYSE Board of Governors did adopt the new net cap- 
ital package on July 15,1971 it incorporated several additional amend- 
ments in response to Mr. Pollack’s letter of June 17. Thus, though it 
had not persuaded the NYSE to adopt its view on all of the areas of 
difference, the Commission had, through a process of negotiation, 
made a significant contribution to the drafting and strengthening of 
the Exchange’s net capital rule. 

Securities Investor Protection Act of 1970. In response to the fi- 
e nancial crisis in the securitii industry Congress enacied the Securi- 
ties Invector Protection Act of 1970.!° The SIPC Act, which became 
effect..c on December 36, 1970 provides insurance to cover customer 
claims against insolvent. broker-dealers of up to $50,000 in the case of 
securities and up to $20,000 in the case of cash. 

Almost simultaneously with enactment of STPC the financial crisis 
in the industry began to ease. During calendar year 1971, for example, 
the 330 NYSE member organizations carrying public customer ac- 
counts in the aggregate recorded a profit on security commission busi- 
ness wherens in 1970 a net loss had been recorded.’” The ensing of the 
financial squeeze and the existence of SIPC made it possible for the 
Exchange, in 1971, to begin to phase out its customer assistance pro- 
gram.’ However, the Exchange's return to normalcy is complicated 
by the pendency of some 30 lawsuits seeking untold millions of dollars 


"Letter fram Robert M. Bishop te Irving M. Petiack (May 28, 1971). In addition to 
the proposals submitted on Jan. 21, 1871 the meeting concerned proposals submitted on 
Feb. 19, 1971 ("Phase Il’'). ‘These amendments lowered the matimum net ezpital ratio 
permitted for member organizations to 15: 1. incrensed that mintroum net eanits! required 
from $50,000 to $100,000 and coatnined provisions desizned to improve the Guality of 
merater capital by limiting withdrawal) vad requiring that it be contributed for e lounger 
ser Od af time 
' ™ Letter from Robert M. Tishop to Irving M. Pollack (May 28, 1971). 

* Letter from Irving M. Poliack to Robert M. Bishop (June 17, 1971) p. 12, 

ae Pub. L. No. 91-808 

tm New York Stock Exchange, Inc., Security Commission Business, Culondar Year 1971, 
. 2 419072). 

. 3* New York Btock Exchange, Inc., Annual Report 1971, p. 18. 
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in damages based at least in part upon claims either that the Exchange 
failed to enforce its applicable capital rules against a member organi- 
zation or that the Excunes had a duty to advise interested persons 
that a member organization was in violation of the Exchange's appli- 
cable canital miles.?% 

As st. ‘ed, the NYSE adopted a new. stronger net capital rule in 
1971. In 1972 the Commission adopted amendments to strengthen 
rule 15c8-1 and took other measures desiened to avoid future finan- 
cial crises.1°%* And, in December of 1971 the National Association of 
Securities Dealers for the first time announced that it was considering 
adoption of a net capital rule.°* On December 5, 1972 the Commission 
formally proposed a uniform net capital rule which, if adopted, will 
apply to all brokers and dealers, regard’ess of membership on a 
national securities exchange.?” 

On December 28, 1971 the Commission transmitted to Congress its 
Study of Unsafe and Unsound Practices of Brokers and Dealers con- 
taining its analysis of the financial and operational crisis of the late 
1960s and its recommendations for legislation to avoid a recurrence. 
The findings and recommendations relevant to this case study were 
‘ the following: 


2... . The Commission believes that the public interest 
would be better served if it had plenary authority with re- 
spect to the rules of the self-regulatory bodies. ... The specific 
authority sought would be that to approve or disapprove of 
any new rule proposal or any proposed amendment, supple- 
ment or repeal of an existing rule, as well as the authority to 
require rule amendments and supplements, and the authority 
to abrogate rules. Action pursuant to such authority should be 
preceded by appropriate notice and afford an opportunity for 
hearing. 

3.... A limitation of the Commission's oversicht power 
over the self-regulatory bodies is that it cannot directly en- 
force their rules against their members. 

4... . it woud be appropriate for the Commission to hare 
the richt to review all disciplinary proceedings of a self-regu- 
latory body upon appeal or on the Commission’s own motion, 
and that such right to review include the power to aflirm, dis- 
affirm or modify in any way deemed to be required in the 
public interest, the findings of and penalties imposed by the 
self-regulatory body.** 

we Estiott YD. Althouch these actions are in various stuzes, {tf should he mentioned 
that the Fixehanze bes succesefrlly internosed matters of defense fn several of them For 
examp'c. fa an action tn which the plaintif’ alleged that the Exchenge was enilty of “ross 
nectireace. gross carelesiness. cross recklessuess and nbrsmal tgnoranee and utter stripid- 
ity” the trin} court granted the Exchange's yotion to Manatixs and au appeal te pevdies. 
Jd. And sew TT Kohards, Larcsuit Ja Filed; Names Big Board, The New York Thars, An- 
gust 7.1970. at 89. ent. 2 

The Exchange’« Rilemma in enforcing rule 225 fs {Negtrated hr the fact that ft ts also 
the defendant in nctious reetine $12,000,600 damacer based at least in part upes allega- 
tions that it acted premature!s and without eufiicient facts tn suspending a member orge- 
Dization berause of ite financial condition. See text éupra at p. 254 

3 Sce, ¢.7. SEC. Securities Exchance Act Keleases Nos. 9482, $496, O5S87, 9594, 9633, 
9654. and Of91 (1972). 

34S8ce N. Wolfson & FB. Guttman, The Net Cupital Rules for Brokers & Dealers, 24 
Stan. L. ver. G03, 640 (1972), 

oe Seshitit Bi 


2" Unante & Unsonnd Practices Meport at 6 The Commission's specific legislative pre- 
posals are contained in H.R. 15502, 82d Cong. 2d Sess 
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IM. SELECTED REGULATORY PROBLEMS 


A. Informality of Procedure 


As has been pointed out,’ the Commission staff felt that. during the 
financial crisis the NYSE at times interpreted its net capital rule 
flexibly in order to avoid finding member organizations to be in viola- 
tion. The Exchange disputes this finding. However, the Exchange did 
seem to fecl that some flexibility was a necessary incident of adminis- 
tration of the net capital rule. For example, in connection with its 
1964 net capital inspection of the Exchange, the Commission's staff 
questioned the NYSE Chief Examiner in not establishing an inspee- 
tion manual or procedures for use by examiners in inspecting member 
organizations. When the matter was brought to the attent‘on of the 
Exchange, however, a Commission memorandiim reports thst an officer 
of the Exchange explained that all of the examiners were trained 
brokerage accountants and that a manual might iahibit their “feel” 
for questionable situations. He reportedly stated that the absence of 
& manual was primarily a matter of respecting professional compe- 
tence. Neverthelea, the suggested manual was instituted in 1965. 

In December of 1969, an Exchange officer, in declining to provide the 
Commission with statements of reasons for placing individus! member 
organizations on restrictions, advised the staff of the Commission that 
the Exchange wished to give its coordinators “maximum informality 
and flexibility in the depth of inquiry they make of the firms assigned 
to them.” ‘ 

In 1971, after making a detailed examination of the Exchanve’s 
early warning system, the Commission’s staff egain criticize) the 
Exchange's lack of objective standards in interpreting its net capital 
rule. The program, according to the Commission’s staff, lacked para- 
meters, definitions and guidelines as to the specific nature and scope 
of the inquiry to be conducted in responding to the questions. 

One consequence of the flexibility regarding capital compliance of 
particular member organizations was that it was difficult at times 
for the Commission and its staff to determine whether a given firm 
wes in or out of compliance. In April of 1970 the staff reported to 
the Commission “We have found it difficult to gauge the extent of 
firnis’ financial problems because of the conflicting net capital compu- 
tations made by the firms themselves and by the self-regulatory orga- 
nizations.” And, in connection with First Devonshire Corporation 
the Commission's staff reperted in June of 1970 “The firm has appar- 
ently been in net capital violation since March. It is unclear, because 
of computational differences between the firm and the Exchange just 
what the firm’s ratio is, but the firm computed it as 2.596 percent as 
of March 26.77 1 

Another possible consequence of the flexibility with which the Ex- 
change interpreted its net capital rule is that the Exchange itself may 
have occasionally lost track of the standards pursuant to which the 
rule was being interpreted. After the 1964 and 1970 net capital inspec- 
tions the Commission’s staff advised the Exchange that its examiners 

™ See text anpra nt pn. 347-241. 

* The Exchange innintains that a 2506 percent ratio was computed by the Dvchanve 
based upon its analysts of the firm’s answers to a spectal financial Gueationnaire. The 


firm's computation of its ratio a» of this date was, according to the Exchanse, 1778 
percent 
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had apparently engaged in a policy of liberal interpretation of the 
rule. In doth instances the Exchange staff expressed surprise at this 
finding.*#° Although the Commission’s files established no causal re- 
lationship, the Exchange’s uncertainty could conceivably have been 
attributable in part to the lack of formalized standards of interpre- 
tation of the nile for use by its examiners and other employees. 

A third consequence of flexibly interpreting rule 325 appenred to be 
some diffusion of the lines of responsibility for financial reporting by 
member organizations. In a conference held in January of 1970 NYSE 
officers advised the Commission that the Exchange would not require 
the annual financial statements mailed by 2 member organization to 
its customers to disclose that the firm was in net capital violation at 
the time of its audit. They indicated that this was a matter left up to 
the accountants. If the accountants did not believe that the fact of vio- 
_— was material, the Exchange’s staff would not insist upon dis- 
closure. 

Accountants, on the other hand, on at least one occasion indicated 
that they looked to the Exchange in interpreting rule 325 on a case-by- 
case basis. On September 28, 1970, a representative of one of the ma- 
jor accounting firms, when asked by the Special Committee of the 
New York Stock Exchange about the treatment of short stock record 
differences in computing net capital replied : “Frankly, I am not sure. 
What we would do is probably ca!l the Exchange and ask for the sug- 
gested treatment. You know, we have been up this path on differences 
a couple of times.” 2! 

A fourth prob)em caused by flexible interpretations of NYSE Rule 
225 related to the application of Commission Rule 17a-8. Prior to 
1964 the Commission relied upon a letter »greement with the NYSE 
pursuant to which the Exchange agreed to give the Commission two 
weeks advance notice of material changes in its rules except in un- 
usual circumstances.™? 

In March of 1964, however, the Commission promulgated rule 173-8 
which provides in relevant part: 


(a) Each national securities exchange shall file with the 
Commission three copies of a report of any proposed amend- 
ment or repeal of, or ony addition to, its rules not Jess than 
three weeks (or such shorter period as the Commission may 
authorize) before any action is taken on such amendment re- 
peal or addition by the members of such exchange or by any 
governing body thereof... .2"8 


Prior to adoption of rule 17a-8 the Commission’s staff had under 
specific consideration the question of what kind of material consti- 
tufes an exchange “rule.” However. the rule, as adopted, defines the 
term “roles of an exchange” in only the most general terms: 


(c) For the purpore of this rule the term “rules” of an 
exchange chall mean its constitution, articles of incornora- 
tion, by-laws, or rules or instraments of incorporation, by- 
laws, or rules or instruments corresponding thereto what- 
ever the name, and its stated policies.*** 

I” Ree text anpre at pr R38, 251 

INYSE. Trankertpt of a Meeting of the Special Committee of the Board of Gorernors 
Beld Sept. 28, 1970, p. 6. 

ats ¢.6 4. Special Stnds 725. 


217 CFM. see. 240. 172-8 
2617 CEH. see. 240.170-8. 
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As stated previously,’** the interpretations used by the Exchange in 
finding its members in compliance with Rule 325 were not treated as 
“rule” changes and therefore weve not submitted to the Commission 
under rule 17a-8. In at jeast one instance the Commission did not even 
learn of the change in “interpretation” until seven months after im- 
plementation at which time it conducted a net capital inspection of 
the Exchange.*?® 

At hearings of the Subcommittee on Commerce and Finance of the 
House Committee on Interstate and Foreign Commerce the following 
discussion took place between Chairman Moss and Soloman Litt, a 
member of the Exchange’s Board of Governors and Chairman of its 
Capital Committee concerning the difference between a “rule” change 
which would have to be submitted in advance to the Commission under 
rule 17a-8 and a “substantive change” which, while it would have the 
same effect as a rule change, apparently would not have to be sub- 
mitted pursuart to rule 17a-8: 


Mr. Lirr. Mr. Chairman, this was not a rule change. 

Mr. Moss. I recognize it was not a rule change. It was a 
substantive chan 

Mr. Lrrr. Many accounting firms adhere to the old rule of 
charging off—— 

Mr. Moss. Won’t you agree that, being a substantive change, 
it had the effect of a rule change? 

Mr. Lrrr. I am sorry, I would not agree because I think a 
good deal of it was an interpretation of the accounting firms 
who did the audit of these firms. 

Mr. Moss. The allegation is made, Mr. Litt, that the New 
York Stock Exchange changed its policies at that point. 
Now, let us take that as the basic premise. If that is correct, 
would you agrec that it had the effect of a rule change? 

Mr. Lrrr. I don’t want to be quibbling with you, Mr. Chair- 
man, but I don’t think they even changed their policy. I think 
they went along with a more liberal interpretation that was 
being put by accounting firms on the conditions of certain 
member firms which they examined and realizing that the 
back office problems were so horrendous in some of these 
firms, they went along with this interpretation. There was 
norule made. 

Mr. Moss. Would you disagree, sir, with the characteriza- 
tion of it as a substantive matter by Mr. Pollack ¢ 

Mr. Lirr. Yes, it was substantive. 

Mr. Moss. It was substantive? 

Mr. Lirr. In those firms where this was a consideration. it 
was substantive. 

Mr. Moss. But it had to have concurreace of the exchange in 
order for them to accept the report and not find firms in rio- 
lation because of this large accumulation of short stock record 
differences. To that effect it did represent change in policy on 
the part of the exchange. You said that it was a substantive 
change. It was a substantive matter. Therefore the change 
would have to be substantive. 

13 See text supra at p. 348. 
M4Td. As indicated earlier, however, the Exchange maintains that there was no snch 


olicy change and that the Commission was fully aware of the Exchange's treatment of 
ookkeeping differences (the subject matter of the reported change) as far back as 1966. 
¢ 
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Mr. Lirr. That is also true. It was the question of the ex- 
change accepting a certain interpretation and treatment of 
this particular problem on the part of certain member firms, 
the alternative being that probably the strict application of 
the rule might at any particular moment have put them out 
of business. 

Mr. Moss. A substantive change in application of the rule 
then results in amendments of or modification ef the rule, does 
it not? 

Mr. Lirr. Well, rou have got me on that one, sir. I am not 
a lawyer and I won't want to argue on that. 

Mr. Moss. I think we are on equal grounds. Neither am I. 

Mr. Lirr. Thank you very much forthe compliment." 


Although the Commission amended its net capital rule effective: 
September 29, 1972 to further limit the exemption for members of ex- 
changes whose rules provide for “ratios and net capital at Jeast equal 
to the minimum ratios and net capital required” by the Commission's 
rule, the amended provision does not deal with the question of inter- 
pretations of Exchange rules which do not themselves rise to the dig- 
nity of “mies.” 348 Nor has rule 17a-§ been amended to clarify the defi- 
nition of the term “rules of an exchange.” 


B. Commis.» Access to Exchange Files 
Section 17(a) of the Securities Exchange Act ™* empowers the Com- 


mission to promulgate rules and regulations regarding the books and 
records to be maintained by national securitics exchanges and their 


members and concludes: 


Such accounts, correspondence, memoranda, papers, books, 
and other records shall be subject at any time or from time to 
time to such reasonable periodic, special, or other examina- 
tions by examiners or other representatives of the Commis- 
sion as the Commission may deem necessary or appropriate in 
the public interest or for the protection of investors. (Em- 
phasis added.) 


Although the Commission has adopted several rules under sectior 
17(2) regarding records to be maintained by members of national 
Securities exchanges, it has not adopted a general record-keeping rule 
Ks” icable directly to the exchanges themselves.??° 

ection 17(a) does not by its terms confer statutory authority upon 
the Commission to examine Exchanee files absent such a rue although 
the Commission has elways taken the position that section 17 does by 
implication grant general inspection powers over all exchange rec- 
ords.?** The Commission, however, has frequently relicd upon volun- 
tary cooperation in keeping itself advised regarding the Exchange 
an] its members. 

Failing cooperation, the Commission has resorted to its general 
Investigutory powers under section 21(a) of the Act.??? Section 21 (nx), 

‘7 2 blouse Tearings et S64-SAS. The Exchange's deserintion of its treatment of short 
security Ciferences ip computing capital ratios appears fa Exhibit C. 

2° See text anprea p, 4. fn. 11. 

1915 U.S.C. £784. 

* The Commission's flee da reveal that at one time a “propoxed Exchanee record keep- 
joe rule” was apparently under consideration. Letter from Irving M. Pollack te Lee DPD. 
reeset b. 2 (January 15, 1969). However, no such rule has heen formally proposed or 
adopted). 


wi Sec ¢.4.. E. Weiys, Necistratios & Rerulation of Lrokers & Dealers 46 (1963), 
315 U.S.C. § 76a. ‘i ee 
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however, contemplates that the Commission’s powers be exercised only 
after commencement of a formal investigative proceeding and it is 
importa nt that the Commission be able to obtain access ty exchange 
files in its day-to-day surveillance of the self- regulatory process with- 
out resort to the procedures required by section 2 1(a). 

As has been pointed out,* during the financ sal crisis of the late 
1960's the Commission and the NYSE did not always agree on the ex- 
tent to which the Commission and its staff shoul d have access to infor- 
mation contained in Exchange files. However, the degree to which the 
Commission was hindered in obtaining complete access to Exchange 
files during the financial and operational crisis has not been fully 
explored. The following testimony was received in hearings before the 
Subcommittes on Commerce and Finance of the House Committee on 
Interstate and Foreign Commerce on August 3, 1971: 


Mr. Moss. I have a question that I want to ask the New 
York Stock Exchange. 

On the staff study, [Demise] pages 37 and 82, the staff 
raises the question of the SEC's access to files which the staff 
felt pertinent pertaining to the New York Stock Exchange 
member firms. 

There is an indication, though, that these files nad been 
refused to the Commission. 

What was the nature of the information there which was 
not available to the Commission ? 

Mr. Arnino. Well, Mr. Chairman, I am at a loss to account 
for the Innguage and the representation that is made in this 
document. am not aware of any change. What might possibly 
account for this—and it is‘a guess, and maybe Mr. Pollack 
can amplify this—I-think the Commission undertook one of 
its regular oversight visits in October of 1970 at which time 
they took « away copies, 2s is their usual practice, of a sub- 
stantial number of documents; and when this visit was made 
by the staff committec, they must have found a great deal of 
documents dating from that time. 

Mr. Pollack may be able to comment much more validly 
than I; but so far as I know, in the time we have been at the 
exchange, we have endeavored to ee with the regional 
office, the W ashington office, and the main office of the Com- 
mission, to whatever extent possible, po we have provided 
data by the truckload. 

Mr. Moss. Mr. Pollack, would you care to comment on that? 

Mr. Potiack. I cannot comment on the specific cases, but T 
would say that there was some data during this period that 
the exchange was reluctant to make availble to us. I think we 
may refer to that in the Staggers’ letter (exhibit B), that they 
had collected; and I think that the basis on which they were 
reluctant to do so was that the information might be used in 
administrative or other actions against their members, and for 
that reason they were reluctant in turning it over to us. In any 
event, we, of course, could have obtained it by subpena if we 
had the desire to do so; and asis indicated in here, during most 
of this period we were able to get any information that we 
needed by going to the exchange and inspecting their files. 


25 See text eupra at 21~23. See also Demise at 37, S2. 
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So, I think that this may refer to some of the individual 
firm data or some of the general data that the exchange had 
the desire to do so; and as is indicated in here, during most of 
this period we were able to get anr information that we needed 
by going to the exchange and inspecting their files. 

Mr. Bisxror. If I might just refine that a little bit, we pre- 
fer that the SEC obtain it by proper legal process in order 
to give us a lecal protection which our counsel was advising 
‘us that we should have 

Now the SEC has avai !nble two methods of doing this: One 
is by having someone come in and get it, and the other one is 
by sending us a subpenn for it. And it was just a difference 
of whether we mailed it down to them or they came in and 
got it. 

* Sol think, from a practical standpoint, the SEC got every- 
thing that it really wanted throughout the period. 

Mr. Moss. Well then, the fact is that the SEC does have the 
necessary power to gather this information whenever it feels 
it is necessary to have it or desirable to have it? 

Mr. Potxack. Yes, sir; I think we have the power to require 
them to produce the information. I think the difficulty is, as 
Mr. Bishop has indicated, whether, when we inspect to ssk for 
documerts, it is necessary for us to obtain a subpena to obtain 
them rather than to do it under the general inspection power 
under the statute. 

Mr. Brsrrop. We have never deemed that when a SEC person 
came in and took the documents they had to have a subpena, 
only when they were just asking us to send them. I believe that 
is the position our counsel has taken. 

Mr. Rappaport. I think if I may acd something to that, Mr. 
Chairman—— 

Mr. Moss. Mr. Rappaport. 

Mr. Rappaport. As I understand the position of the counsel 
for the New York Stock Exchange, because we have come 
across this problem in some other areas, this issne in other 
areas, the stock exchange, I understand, has been advised by its 
counsel that it may make these documents available to inspec- 
tors from the SEC for inspection purposes but that they ought 
not to make copies of these documents or give the documents 
in the stock exchange files to the inspectors from the Commis- 
sion without that subpena frorn the Coinmission. 

And it is conceivable that the stock exchange officials were 
willing to permit our people—might have been Willing to 
permit them—to look at the documents, but not to make copies 
or have copies made for our people to take back, say, to the 
headquarters office here in Washington for the Commission to 
Sec. 

Tinight add, to my knowledge, we have not had any ques- 
tion along those lines from any of the other self-regulatory 
organizations.2** 


antennae 


31 House Hearings 147-149. Sre also 2 House lenringes O74. 991-092 tn whieh it 
evnlained that notification of the Commission by the NYSE that a tember Oormanizatl 
was tn violation of the net eapltal rule depended upon whether and when disciplinary 
broceedines were Initinred by the Exchange. 


on 
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Perhaps because it had not conducted a net capital inspection of 
the NYSE since 1964, the Commission possessed only limited in- 
formation about the Exchange community at the beginning of the 
financial and operational crisis. For example, an NYSE circular 
to member organizations of March 14, 1968 caused the Commission’s 
staff, among itself, to raise questions concerning: requests by members 
for extensions of time in which to complete financial questionnaires; 
the nature and extent of member organization operational problems ; 
the nature of the NYSE’s “special reporting” program for firms with 
operational problems; the nature and extent of restrictions imposed 
on members’ business; and the extent of record keeping problems eing 
experienced by member organizations. It does not appear from 
the Commission’s files that these questions had been raised prior to 
the NYSE circular of March 14, 1968 or that the Commission was 
aware of the problems referred to in the circular. In 1969 the Com- 
mission asked questions such as the following of the Exchange: 


Do you regularly receive current reports which indicate 
whether any member firms are having financial difficulties? 
What special steps is your organization taking or consider- 
ing to obtain information which wonld enable you to antic- 
ipate financial difficulties? Do you receive monthly trial 
balance information from member firms? Do you have a 
program of prophylaétic steps which the member and your 
organization can ‘take to prevent anticipated financial 
problems? 375 


In an apparent attempt to, become more familiar with matters 
relating to the financial] responsibility of member organizations the 
Commission, beginning in about 1968, made numerous requests for 
information from the NYSE. In many instances the Exchange com- 
plied with these requests either though oral briefings or written sum- 
maries. The Exchange regularly furnished the Commission with 
reports of disciplinary proceedings against individual member or- 
ganizations involving capital rules and with a list of firms subject 
to NYSE imposed restrictions. These were supplemented from time 
to time by letters dealing with particular situations or responding 
to Commission inquiry. However, differences did arise. 

In December of 1969 a Commission attorney asked the Exchange 
that, in addition to a list of firms filing special operations question- 
naires, the Exchange supply a brief statement of the reasons for 
adding a firm to or deleting it from the list. The Exchange’s response 
demonstrated considerable sensitivity as to the relationship between 
the Commission and the Exchange: 


I wish to give our Coordinators maximum informality and 
flexibility in the depth of inquiry they make of the firms 
assigned to them. Consequently, I do not ask them to justify 
adding or subtracting a firm from our monthly operations 

uestionnaire list. If this list hecomes another indication to 
the SEC of the operations condition of member organiza- 
tions, we would need to carefully supervise and contro! the 
composition of this list, and the effectiveness of our admin- 


<3 Letter from Hon. Hamer 1. Budge to Robert W. Tanck (September 12, 1969). 
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istrative surveillance will be adversely affected. This was 
oe reason I was reluctant to agree to send you the monthly 
ists. 

Your December 4th request for a reason for each firm 
being on the list and for future changes indicates why our 
people would need to be very circumspect about widing firms 
to the list. In the interests of maintaining the integrity of 
our surveillance, therefore, 1 must decline to send you such 
future reports. 


Further difficulties were encountered when the Commission’s staff 
conducted a net capital inspection of the NYSE in J anuary and Feb- 
ruary of 1970. The staff reported to the Commission that, when it asked 
to see the agenda and minutes of the Board of Governors, Exchange 
officers and staff replied that although the minutes were “confiden- 
tial...the Exchange would be willing to prepare for staff 2 state- 
ment of the contents of the documents, but for ‘policy reasons’ the 
Bourd minutes could not be viewed.” 

In connection with its request to review the minutes of the Advisory 
Committee the staff reported to the Commission : 


It should be pointed out that it took two days to locate these 
moinutes. Members of the Exchange staff and counsel... all 
indicated that minutes of the Advisory Committee did not 
exist. It was not until a member of the inspection crew ques- 
tioned some of the lower stuff members... that a file entitled 
“Muutes of the Advisory Committee” was found. 


In order to obtain access to the documents it desired, on March 4, 
1970 the Commission issued ah order directing a private investiga- 
tion of the NYSE under section 21(a) of the Act and reciting that: 


C. During the course of the inspection the staff was unable, 
after timely requests, to obtain the following documents and 
records : 

(1) Agenda of the Board of Governors where the net 
capital and industry financial conditions were discussed ; 

(2) The minutes of such discussions; 

(3) Memoranda and other documents reviewed and consid- 
ered by the Board and documents and memoranda resulting 
from such consideration including, ainong other things, inter- 
pretations of the net capital rule and disciplinary actions." 


The Commission’s difficulties in obtaining information from the 
NYSE also extended to information relating to individual tirms. For 
example, on June 4, 1970 the Division of ‘'rading and Markets advised 
the Commission that it had learned of three morc net ca pital viola- 
tions by member firms, none of which had been brought te the Commis- 
sion’s attention by the Exchange. In fact, the staff al eta when a 
representative of Charles Plolin & Co. had inquired of the Exchance 
whether to notify the Commission of a net capital problem he was “told 
that it should not do so because this was  inatter within the jurisdie- 
tion of the NYSE.” (Emphasis added.) It is interesting to compare 


I™ This investization, which delegates to a member of the stuf the power to issue sub- 
pornas, has never been terminated by the Conmission. 
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the staff's recitals with the testimony of an Exchange officer before the 
Senate Subcommittee on Securities on April 17,1970: 


Sen. Brxnert. Do you automatically inform the SEC 
when a inember broker-dealer is not in compliance with the 
capital rule? 

Mr. Cconnincuam. We do.*?? 

The Commission's staff conducted another -.et capital inspection 
of the NYSE in October of 1970'** As in the January inspection, 
problems again arose over access to documents. Apparently the Com- 
mission’s staff took a large number of documents from the Exchange 
files to Washington for inspection. The Exchange was concerned that 
the staff had taken draft memos, working papers and other in- 
complete and fragmentary documents whicl; mught require explana- 
tion or qualification. An officer of the Exchange wrote: 


Consequently, I urge and request thai whenever your 
staff in this study reviews information which appears to be 
adverse to the Exchange’s performance of its duties, that 
this information should be checked with us in order to be 
sure that you have not received an errroneous impression 
from fragmentary information. Such a request should be 
clear in its intent and we should be given enough time so that 
all concerned on our staff may be consulted in order to give 
you a complete anstten?** 


In his reply, the Director of the Commission's Division of Trading 
and Markets outhned the procedure by which the Commission 
obtained copies of NYSE documents: 


Under the procedure which the Exchange has established. 
copies of all documents which we have requested are first 
furnished to you for a determination as to whether they will 
be furnished voluntarily or whether we must subpoena them. 
Therefore, it would seem that your staff is in a Position to 
evaluate the documents and determine if they contain any 
misleading information or if they omit any material in- 
formation. If vour own review leads you to conclude that we 
may have “received an erroneous impression from fragmen- 
tary information,” we would welcome your submitting addi- 
tional documents and your briefing us in person as to the 
extent you deem appropriate. I would suggest that this be 
done as promptly as possible.12° 
~~: But, the Exchange felt that the procedures followed by the Com- 
mission staff had not afforded it sufficient protection: 


The documents which your staff marked for copying and 
taking to Washington during your current review of our 
administration of the net capital rule far exceeds in volume 
any documentation requested in previons reviews. Further, 


4 Federal Broker-Dealer Insurance Corporation, Hearings before the Subeomm on 
Securities of the Senate Comm. on Banking and Correnty, Gist Cong, 2nd Sess. p 197 
(April 17, 1976) 

1 Roe text wupra at i, S42, 

* Letter fram Robert M Bishop to Irving Poliack (October Of, iNT; 

™ Letter from Irring M. Pollack to Robert B. Bishop (Noremher €, 1970), 
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your staff was in a great pressure to have these documents 
transmitted to Washington rapidly. ‘ 

Consequently, although we made a cursory review of the 
documents copied, we were not able to make a determination 
as to those on which we might need the protection of a sub- 
poenn. Nor were we able to make any evaluation of whether 
the documents contained misleading information or omit 
any material information. Indeed, the volume of documents 
your staff has taken, and the time span which they cover 
make it virtually impossible for us to perform such an evalua- 
tion. 

It seems to me that the only feasible appronch is that of 
management by exception—in other words, your bringing to 
our attention instances which appear inconsistent with our 
responsibilities so that we will have an opportunity to be sure 
that in these matters you have full information. 


The Commission’s files do not reveal how the dispute over access 
to documents was resolved. Apparently, however, a meeting was held 
between the staffs of the Commission and the Exchange to discuss 
the issues raised by Mr. Bishop’s letter of November 11. 

In fairness it should be emphasized that the instances of disa gree- 
ment catalogued above were the exception rather than the rule. At 
the beginning of this subsection the extensive information furnished 
by the NYSE to the Commission was described.'#? This information 
was furnished voluntarily and witheut the Commission having promul- 
gated a rule under section 17(a) of the Act. 

The information contained in the Commission’s files indicates that 
the two agencies have recently begun to work more closely together. 
On June 12, 1970, for example, a staff attorney reported to the Com- 
mission that he and two other Commission attorneys had just had “a 
very thorough briefing” from the Exchange on the status of financially 
troubled member organizations. 

When the Commission’s staff conducted its most recent net capital 
inspection of the NYSE in 1972 there was no evidence of the former 
eg relating to access to documents. The staff’s report is per- 

iaps the best evidence available of the present attitude of the Ex- 
change and its staff: 


We were quite surprised when the Secretary of the NYSE 
made avaitaite Books 15, 16, 17 and 18 of the Board of Gov- 
ernors’ minutcs. These books, a private office by ourselves, 
and as much time as we needed were given to us. 


The Commission has not proposed or adopted a rule under section 
17(a) of the Exchange Act clarifying the responsibilities of the ex- 
changes to maintain books and records and make them available for 
comunission inspection. 

C. Coordination Amony Regulatory and Self-Regulatory Organi- 
zations 

The Special Study pointed out in 1963 that, in tho self-regulatory 
system which governs the securitics markets, overlapping memberships 


4 Letter from Robert M Bishop to Irving M. Pollack (November 11, 1970). 
7 See text supra nt p. BCD. 


E-268 


PLAINTIFFS‘ EXHIBIT 102 
FOR IDENTIFICATION 


253 


and jurisdictions are the rule rather than the exception.’ The great 
majority of Exchange member organizations are also registered 9s 
brokers or dealers with the Commission and in one or more St..ies 
and are also members of the Nationa! Association of Securities Dealers, 
Inc. Mes ASD”). For firms with multiple memberships any unneces- 
sary duplication or lack of coordination quickly translates into exces- 
sive overhead. Regulatory and self-regulatory agencies, with lar 
tasks and limited budgets, must avoid duplication and achieve coordi- 
nation if they are to fulfill their statutory responsibilities. The 
Special Study concluded that—- 


... available mechanisms, budgets, and personnel of some 
agencies already seem overtaxed, and at the same time there 
appears to be considerable duplication of effort among the 
various agencies in certain respects, adding to the burdens on 
the agencies themselves and on broker-dealers subject to 
multiple regulation. In the interests of the public, the regu- 
latory agencies and the securities industry, further and con- 
tinuing attention should be given to possibilities for coordi- 
nating efforts and allocating responsibilities in « more efficient 
and productive pattern, without limitation on any self- 
regulatory agency’s freedom to have special measures or pro- 
grams for its own membership. Among such possibilities 
would be further standardization of application and report 
forms for firms sird individuals, to be used by all interested 
agencies with appropriate supplementation by each to serve 
its special needs; further development of centralized examin- 
ing and investigating procedures, agein with appropriate sup- 
plementation to meet special needs of each agency; coordina- 
tion of efforts in defining standards of conduct in areas of 
common concern ; clearer recognition of one agency or another 
as having primary enforcement responsibility in respect of 
seep r categories of firms or subject matters; and stronger 
ines of communication among sgencies to facilitate chan- 
neling of information relevant to the interests of each.\* 


Even though the Special Study reported signs of significant strides 
toward cooperation and coordination among regulatory agencies,'** 
the self-regulatory system is still operating at below maximum effi- 
ciency. The Commission and the self-regulatory agencies have over 
the vears arrived at general understandings governing allocation of 
regulatory responsibilities. But these understandings are informal 
and tend to be somewhat inexact in practical application.™*” 

The administration of stock exchange net capital rules provides a 
good context in which to consider the benefits of coordination among 
regulatry and self-regulatory agencies. For, in addition to the obvious 
savings which would accrue from elimination of duplication in inspec- 
tions and reporting, the exemption from Commission rule 15¢3-1 for 


13 See 4 Special Study 728-729. 
Id. 


8 Jd at TA8 

8 Jd, at T32~T34. 

ww Compare the several descriptions of these understandings at 3 House Henrinzs 1713— 
1714 (SEC), 1782 (NYSE) & 1739-1742 (NASD), Securities Investor Protection Corpo- 
ration, Anunal Report for the period ended December 31. 1971, pp. 30-81. 
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members in good standing of certain exchanges makes cooperation an 
essential of effective regulation. A hypothetical case is illustrative. 
Suppose: 


X is a NYSE member firm, a registered broker-dealer 
(SEC), 2 member of the NASD and of the Midvest and 
Pacific Coast Stock Exchanges. 

X is therefore subject to NYSE rule 325 and not to the 
Commission’s net capital rule. 

The Midwest and Pacific Coast Stock Exchanges and the 
NASD rely upor the NYSE to inspect X and enforce the 
NYSE net capita, cule as to X.™ 

The NYSE finds X in violation of its net capital rule and 
“permits” X to resign as a member. 

X is still a member in good standing of the Midwest and 
Pacific Coast Stock Exchanges and therefore exempt from 
Commission rule 15c3-1. The Commission cannot proceed 
against X. 

The Midwest and Pacific Coast Stock Exchanges are still 
relying on the NYSE as the primary regulator of X and will 
continue to do so until notified of the resignation. 

Therefore, unless the NYSE notifies the other exchanges of 
the resignation of X and of the underlying facts surrounding 
the resignation, X can continue to do business with the public 
slthongh it is probably in violation of all applicable net cap- 
ital rules. 


This hypothetical fact situation demonstrates that cooperation 
among agencies is necessary not only to avoid inefficiency and exces- 
sive cost, but, at times, to make the regulatory system work as in- 
tended.**° To be sure the regulatory and self-rezulatory agencies have 
taken and are taking steps to work together. Some of these measures 
are detailed in the Special Study and the House Hearings.?* But, the 
administration of net capital rules during the recent financial crisis 
does demonstrate some of the difticultics encountered in seeking such 
coordination. 

In the fall of 1969 the Commission adopted a leadership roll in get- 
ting the various self-regulatory agencies to work together to solve®p- 
erational and financial problems. The Commission invited the major 
exchanges and the NASD to attend a meeting in October to discuss 
such topics as: 


Existing programs for obtaining information about finan- 
ci‘! and operational conditions on an overall industry as well 
as specific broker-dealer basis; 

The review and evaluation being made of such information 
and its utilization to project individual and industry-wide 
conditions; 

The sufficiency of the criteria currently used to evaluate the 
condition of the industry and the adequacy of the flow and 
interchange of information among all reewlatory groups; and 


¥° Ree text anpra at 232, 

2™ See, ¢.9. 3 House Urarings 1713. 

™ The Commission hae recently proms ented tiles to help aseaure that the notices rn. 
FEevted br the hypothetical ease will be given. 17 CFR, 240. 17n~-5(j), 240-27a-11. More- 
ever, the Rechanze announces in its Weskis Thlletic when any firm ceases to be a mem- 
ber 67 the NYSE. All regional exchanges reeelve evples of the Bulletin. 

38 SupiG notes 134, 135, 
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Programs for dealing with situations ~vhere serious finan- 
cial or operational inadequacies are disclosed.**? 


At the October meeting the staff of the Commission presented for 
industry consideration a proposed form of questionnaire to be used as 
the basis of a system to gather data on the financial condition of the 
industry in general as well as of individual firms and croups of firms. 
However, as the Commission indicated in a letter to Hon. Harley O. 
Staggers of January 12, 1571, the meeting did not produce agree- 
ment.48 The Commission’s staff reported in a memorandum of 
December 8, 1969: 


The New York Stock Exchange and the American Stock 
Exchange raised certain objections to the Commission’s pro- 
posal. Basically each felt their existing programs together 
with those about to be implemented would accomplish the in- 
tended with respect to their member firms. 

The New York Stock Exchange felt that the Commission 
already collects enough data on the operational and financial 
conditions of broker-dealers. Collection of more data leads 
only to a continued proliferation of required information to 
be furnished to the Commission. The Commission continues to 
require raore and more information without terminating any 
older programs. Tnis burden on brokers was the basis for ob- 
jection. The NYSE felt that requiring all firms to supply 
monthly or quarterly data was an undue burden on the firms 
that have no operational difficulties. This would burden these 
firms because of problems they were not creating, and benefit 
those firms with operational problems. In this same connec- 
tion, the NYSE felt that collection of such data was approach- 
ing the point to where the Commission was trying to te!] each 
firm how to run its business. 

The NYSE also objected in that the collection of new data 
sould inhibit the effectiveness of the exchange’s own self- 
regulatory duties. Due to the cost of operation and manpower 
limitations, the NYSE cannot carry on a myraid of regula- 
tory programs. Adoption of this program would therefore 
require the abandonment of some existing program. The 
NYSE by adopting this new program in lieu of some of its 
existing programs would deny themselves the self-regnlatory 
flexibility that they desire. They objected to being “locked- 
in” to any self regulatory system. 

Finally. the NYSE felt that raw or aggregate data is not 
an accurate means to assess trends in the industry. NYSk 
data is firm-oriented, as opposed to industry-oriented, becnuse 
of the great differences in the manner in which brokerage 
firms operate. The compilation of industry figures on the raw 
basis would consequently be misleading and faulty. 

% * ad * * * * 


+ 


The other regional exchanges in attendance, the Midwest 
Stock Exchange, the Pacific Coast Stock Exchange, the 
Boston Stock Exchange, the Detroit Stock Exchange, and 
the Cincinnati Stock Exchange, generally were in support of 


442.) House Hearings 56. 
183 Jd, 
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the proposal and visualized no substantial problems in its 
implementation. 

The NASD in principle, supported the program. However, 
it felt that because of its great number of members it would 
have ® problem in administering the program. 


The NYSE’s memorandum of the October conference was substan- 
tively similar to that prepared by the Commission’s staff. The Ex- 
change questioned the analytical value of industry aggregate data 
requested by the Commission and summarized the meeting as follows: 


Bob Bishop stressed the problem of the Commission inject- 
ing itself into problem areas and taking over policing and 
disciplining as a result of their having data comparable to 
that which we possessed. Commissioner Needham answered, 
saying detail of this kind would not be part of their enforce- 
ment program. Bob also pointed out that SEC having indi- 
vidual firm data on monthly profit and loss might be an 
unwarranted intrusion on the privacy of securities firms. 

I stated thet the SEC’s position and the use of a common 
questionnaire raised serious question. I snid I felt that a 
tremendous amount of data was now made available to them, 
and it was a self-regulatory agency—the Exchanges—that. 
had the prime responsibiilty for the data collection and . 
interpretation, and we had identifiable measures that reflectcd 
industry status. I indicated the comments of the SEC staff 
today were such as to take over the job of the exchanges. 

I asked if we were there because the Commission didn’t 
believe our representation about industry progress. I was told 
no, and that the SEC had the responsibility to better know the 
degree of improvement than was now available. 

The ineeting, from the NYSE point of view, was 2 disasic-. 
With the exception of the AMEX there was no resistance or 
initiative, but abject submission. I recognize that there is 
support to the SEC request but I wished it could be picked 
up by the others as their effort and not a channel of informa- 
tion to the SEC. 

I recommend a letter to Needham, copy to Pollack, saying 

appreciate what the Commission seeks; that we think it is 
now being provided; and that future “indnstry” meetings 
with others than the AMEX serve no useful purpose. I think 
we could say that our record is clear, as to cooperation but 
our methods, procedures and daily operating practices are so 
superior to the remainder (AMIEX excluded) that further ef- 
forts of this kind be replaced by meeting directly with the 
NYSE-AMEX staffs. I would like to try and explain why 
industry totals for capital or any other area are not. really 
informative. I don’t want him to think we are totally nega- 
tive although much of our comments would Jead to that 
conclusion.?*4 


In January of 1970 the Commission renewed its efforts to expedite 
the flow of information among the self-regulatory agencies, Tho 


I4# NYSE. Memorandum from Lee D. Arning to Messrs. Haack, Cunningham & Calrin 


regarding SEC Mecting, October 2, 1969 pp. 3-4 (Gctober &, 1969). 


E-272 


PLAINTIFFS' EXHIBIT 102 
FOR IDENTIFICATION 


257 


Director of the Division 6f Trading and Markets questioned the 
NYSE on its policies regarding furnishing information to other self- 
reculatory bodies. He wrote: 


We understand that it is the policv of the New York 
Stock Exchange not to disclose the financial and opera- 
tional difficulties experienced by your member firms to the 
National Association of Securities Dealers. Inc. or to the 
other national stock exchanges of which such firms may be 
members. The Commission would appreciate receiving a de- 
tailed statement of the basis for such policy and the Ex- 
change’s view of its responsibility to such other organiza- 
tions in the event of the insolvency of a dual-member firm.** 


The Exchange replied that it did, indeed male such information 
available to other self-regulatory bodies—if they asked: 


Your understanding expressed in your letter of January 
16th is not correct. We have been quite willing to make dis- 
closure of the financial and operational difficu'ties of specific 
membcr firms upon inquiry by regional exchanges, of which 
the firms are also members, or the NASD. We have done so 
on a number of occasions in the last vear. However, we have 
not made any attempt to keep the other exchanges and the 
NASD aware of such problems unless they inquire about a 
member firm. eee 

We attempt to keep their interests in mind in any actions 
which we take; for example, in the erent. of an Impending sus- 
peusion. Monday we required one member firm to stop execut- 
ing orders for about an hour while the status of their bank 
credit was ascertained. We specifically instructed this firm to 
stop trading on the other exchanges and the over-the-counter 
markets as well as our Exchange during that period.* 


The Commission’s files reveal no further correspondence on this 
subject.3** 


In Mav of 1970 one of the Commission’s regional offices reported that 
it was having difficulty obtaining timely information about regionally 
based broker-dealers experiencing financial problems. The regional ad- 
ministrator suggested that a letter be sent to brokerage firms, the 
NASD major banks, the exchanges and others requesting them to 
immediately advise the regional office on a confidential basis upon 
receiving information that a particular broker or dealer was in finan- 
cial difficulty. Although the e erniiaiatis files contain no response to 
this letter, its recent adoption of rules 17a-5(j) and 17a-11 appears 
to at least partially implement the regional administrator's sug- 
gestion.#* These rules, among other provisions, require broker-dealers 
to notify the Commission and the self-regulatory organizations to 
which they belong when they are experiencing financial or record- 
keeping problems or when they cease to be members in good standing 
of an exchange. 


16 Letter from Irving M. Pollack to R. John Cunningham (Januar 16, 797" 

44 Tetter from R. John Cunningham to Irving M. Poliack (January 21, 1770) 
4 Rut cer text infra at p. 874. 

34° See footnote 139 eupra. 
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In spite of the frustrations of the October, 1969 meeting at the Com- 
mission, subsequent meetings were held and real progress has been 
achieved by the Commission and the self-regulatory bodies. A monthly 
“Joint Regulatory Keport” has been developed to partially eliminate 
unnecessary duplication among firms which are members of the NYSE 
or the AMEX and the NASD. Recently the Commission has appointed 
an advisory committee to devise further methods of eliminating exist- 
ing duplication in broker-dealer reporting.’* 


D. Informal Bargaining Process 

The relationship between the Commission and the New York Stock 
Exchange under the Securities Exchange Act of 1934 has been de- 
scribed as an “informal bargaining process” in which decisions are 
“hammered out in closed-door bargaining sessions where vast ciscre- 
tion rests with .. .” the Commission.**° As the case study points out, 
during the financial and operational crisis the Commission was success- 
ful in this informal bargaining process in some respects and unsuccess- 
ful in others. By 1971, the Commission appeared to have gained ac- 
cess to greater information from the New York Stock Exchange files 
and to have persuaded the Exchange to significantly strengther its 
financial responsibility rules applicable to member organizations. 
On the other hand, the Commission and the Exchange were not able 
to agree on what the Exchange should do when it discovers that a 
member organization is in violation of rule 325. 

Correspondence between the Commission and the Exchange re- 


° 


garding the financial responsibility of member firms discloses othen , 


Instances of the operation of the informal bargaining process. In the 
pages which follow are discussions of negotiations between the Com- 
mission and the Exchange regarding (a) the prevention of with- 
drawals of capital from member firms; ‘b) capital charges (“hair-, 
cuts”) on Canadian government bonds; (c) the inclusion of a 
disclaimer of liability in NYSE standard form subordination agree- 
ments; and (d) the Exchange's position on the treatment of short 
stock record differences of the firm of F. I. duPont, Glore Forgan & Co. 

Capital Withdrawals. In attempting to boost sagging revenues caused 
by the decline in price and volume in 1970, the NYSE proposed on 
March 19, 1970 an amendment of its rules requiring member orga- 
nizations to impose a surcharge in the form of a service fee of $15.00 
or 50% of the xpplicable commission, whichever was the lesser on 
orders of 1090 shares or Jess.?*1 The Commission, however, had been 
concerned for sometime about withdrawals of capital from member 
organizations which had the effect of placing the organizations in or 
near violation of the net capital rule. The Commission wished to avoid 
allowing the Exchange to impose a surcharge on the public in the 
name of fiseal emergency while at the same time permitting Exchange 
members to withdraw needed capital from their firms. Accordingly, 
in its letter conunenting upon the proposed surcharge, the Commission 
state: 


19 Wall Street Journs!. September 27. 1972, pare 12. cohimn 3. As to other industry 
efforts to nechieve conriinntion, see, eg. Clearance & Settlement of Securities Transactions, 
Hearings before the Subconim. on Securities of the Senate Comm. on Mankiug, Housing & 
Trhon Affairs, 924 Cons. %d Sess., pp. T77- $01 (1971). 

sv Note, SO Yule L. Joucn. §11. 812 (1072). 

+1 See SEC Securities Uxchange Act Kelease No. 8860 (April 2, 1970). 
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We also expect that the Exchange will undertake to make 
certain that the additional revenves and the interim sur- 
charge will be received by the member firm obtaining the 
customer’s order and will be prudently employed by its mem- 
ber organizations to improve their operation and financial 
position.2*? 


In response to this statement the Exchange required its member 
organizations to retain the entire surcharge and did not permit shar- 
ing such revenues with registered representatives. 

In a letter cight days later Chairman Budge elaborated on the 
Commission’s intent, stating that the Commission’s acquiescence in 
the surcharge was predicated upon the Exchange’s assurance that the 
resulting revenues would be prudently employed to retain needed 
capital within the securities business. He continued, “To accomplish 
this result, the Commission expects that the Exchange will take prompt 
action to prevent withdrawals of capital from member firms—unless 
the prior approval of the Exchange is obtained.*** Thus, it appeared 
that the Commission’s approval of the tempcrary surcharge was ex- 
pressly conditioned upon the Exchange prohibiting withdrawals of 
capital from member organizations without prior approval cf the Ex- 
change first. being obtained. 

The Exchange, however, did not agree to comply with the condition. 
On May 1, 1970, Mr. Haack replied to Chairman Budge stating that 
the terms and conditions iinder which capital was contributed to mem- 
ber organizations were determined by contractural agreement and not 
by Exchange rule. Mr. Haack stated that the Exchange would adopt 
additiona] procedures, however, designed to assure the retention of 
necessary capital by its member organizations. He stated : 


The Exchange intends to refuse to approve any proposed 
withdrawal of capital of which it receives notice in those 
cases where it may légally do so if the withdrawal plus pro- 
jected operating losses for the next six months would leave 
the member organization with a capital ratio in excess of 1,500 
percent. 

Through these procedures, the Exchange will monitor 
capital withdrawals from member firms prior to the point 
at which a capital problem is approached and thus prevent 
the recently instituted service charge from being used to 
finance improper withdrawal of capital from our member 
organizations. (Emphasis added.) 


Through the following months there was additional correspondence 
between the Exchange and the Commission regarding withdrawals 
of capital. The Exchange consistently took the position that it Jacked 
the power to prevent repayment of subordinated borrowings pursuant 
to “valid enforceable contracts.” ?** Four months after Chairman 
Budge’s letter to Mr, Haack regarding imposition of the temporary 
surcharge the Commission’s staff reported as follows: 


phe] 


33 Letter from Don. Ramer 7. Budge to Robert W. Haack (April 10, 1979) 

4 See e.g. Unsafe & Unsound Practices Report p. 60. However, it sheuld be men- 
tioned that in at least one instance an Exelange Coordinator did advise a member 
organization “that eNective Immeéiately, all capital withdrawals from your crganization are 
subject to prior formal approval of the Exchange.” 2 House Hearings &09. 
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During the period of the surcharge the Exchange's study 
found that 56 out of 478 firms had limited capital with- 
drawnals. The staff inquired why firms with serious capital 
problems were repaying capita] contributors. The Exchange 
stated that their counsel had advised them that they could 
only stop the withdrawals of capital contributions by general 
partners. 


In its Unsafe and Unsound Practices Report the Commission gave 
examples of capital withdrawals of member firms experiencing fi- 
nancial problems during the period in which the surcharge was in 
eSect3%* For example, the net equity of general partners of Goodbody 
& Co. declined from 17.7 million dollars on December 31, 1969 to 12.6 
million dollars on June 30, 1970.2** Over two million dollars of this 
decline was attributable to withdrawals of capital by retiring partners. 
As the case study has pointed out, in October of 1970 it was discovered 
that Goodbodr & Co. had an eight million dollar net capital deficiency 
and that the firm had had capital problems within the knowledge of 
the Exchange since at least November of 1969.*** 

In spite of the Exchange’s statements that it could not comply with 
the condition which the Commission imposed upon the temporary 
surcharge, and in spite of the continued withdrawals of capital from 
member organizations of the Exchange, the surcharge remained in 
effect. The Commission did not advise the Exchange that the condi- 
tion had been terminated. 

“Haircuts” on Canadian Government Ponda. On April 21, 1970,* . 
the same date upon which Messrs. Lasker, DeNunzio, Haack, Cunning- 
hem and Stock of the NYSE met with Commissioners Needham, 
Osrens and Smith and several of the Commission’s staff regarding the 
financial condition of member firms,” the Exchange submitted pur-- 
suant to Rule 17a-8 a proposal to amend its net capital rule regarding 
“haircuts” on Canadian government bonds. In its letter of submission, 
the Exchange pointed out that under the existing rule Canadian 
government bonds wero treated the same as corporate bonds with a 
capital charge ranging from 1 to 30 percent depending upon maturities 
and retings. The proposed amendment apphed capital charges cor- 
responding to those made on U.S. government securities; viz. from 
0 to 3 percent. The Exchange explained in detail why it felt that 
Canadian government bonds were more nearly comparable to U.S. 
government securities for purposes of capital charges.’ 

On May 26, 1970 (two weeks after the expiration of the three-week 
notice period required by Rule 172-8) the Commission furnished its 
comments on the proposed amendment to NYSE rule 325, stating in 
relevant part: : 


The pk aa amendment would relax the requirements 
of the Exchange’s net capital rule by reducing the haircuts 
applicable to Canadian Government obligations. It should 
be pointed out that prices of Canadian Government obliga- 
tions may fluctuate as rates of interest and monetary con- 
23 Uncafe & Unsound Practices Report, pp. Gi-63. 
va Td. at 62. 
277 See text supra at p. 351. 
4 See text. supra et p. 348. 


<> Letter from Fred J, Stock, Jr.. Assistant Vice President, & Associate Director, De 
partment of Member Firms to Irving M. Pollack (April 21, 1570). 
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version change, accordingly, [sic] affect a firm’s liquidity if 
it has such securities in its proprietary accounts. 

Furthermore, since the date of your letter the Division has 
sent 2 letter dated April 29, 1970 [see case study text supra. 
pp. 233-234] to the Exchange regarding its net capital rule. 
In view of the concern we have expressed with respect to 
deficiencies in the application of the Exchange’s net capital 
rule in that letter, we believe the Exchange should not be 
relaxing the requirements of its rule. However, if you wish, 
the statt would be glad to discuss this proposed amendment 
in greater detail in the context of the overall comprehensive- 
ness of the Rule 325.16 


By the time the Commission’s letter of comment was prepared, 
however, the proposed amendment had already been approved by 
the Board of Governors of the NYSE. Accordingly, the Exchange 
advised the Commission on June 2, 1970, “We were quite surprised 
at the position taken in your letter of May 26, but since this rule had 
already been amended by the Board of Governors, we feel that there 
is nothing more to be done at this time.” 3 

In an apparent attempt to protect the record, the Associate Direc- 
tor of the Division of Trading and Markets responded on June 11, 
1970 as follows: . 


In my conversation with you, I indicated only that we 
were considering+this proposed amendment and requested 
an extension of time for our comments. I understand that 
this request had been granted and that you would await our 
comments. . 

Accordingly we,sent you our letter of May 26. Our position 
se! expressed in that letter remains unchanged. (Emphasis 
added.) 


he Commission’s fileg reveal no further correspondence regard- 
ing the “haireuts” imposed by the NYSE on Canadian government 
securities. No action was commenced against the Exchange to compel 
it to amend rule 825 consistent with the Commission’s position. 
Subor‘nation Agreement—Disclaimer of Liability. The amend- 
ments to NYSE rule 325 which culminated in the broad scale net 
capital amendments of July, 1971 were submitted to the Commission 
in two separate packages (“Phase I” and “Phase II”) by the Ex- 
change.*? The Phase II amendments, which included’ proposed 
printed standard forms for subordinated loans (which, under certain 
circumstances may be counted as capital in computing the net capital 
ratio), were mailed to the Commission on February 19, 1971.* Each 
of the proposed standard form subordination agreements was subject 
toa provision similar to the following: 


Non-Liability of Exchange. The Note is not being made 
and this agreement is not. being entered into in reliance upon 
the standing of the Organization as a member organization. 
of the Exchange or upon the Exchange's surveillance of the 


1 Letter from Irving M. Pollack to Fred J. Stock, Jr. (May 26, 1970). 

3 Letter from Fred J. Stock, Jr. to Irving M. Pollack {June 2, 1970). 

3@ See text supra at p 356 

Letter from Robert M. Bishop to Irving M. Pollack (February 19, 1971). 
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Organization’s financial position or its compliance with the 
constitution, rules and practices of the Exchange. The under- 
signed hes made such investigation of the Organization and 
its partners, officers, directors and stockholders as the under- 
signed deems necessary and appropriate under the circum- 
stances. The undersigned is not relying upon the Exchange 
to provide any information concerning or relating to the Or- 
ganization and agrees that the Exchange has no responsibility 
to disclose to the undersigned any information concerning or 
relating to the Organization which it may now, or at any 
future time, have. The undersigned agrees that neither the 
Exchange, its Special Trust Fund nor any governor, officer, 
trustee or employee of the Exchange or said Trust ind shall 
be liable to the undersigned’s capital contribution or the re- 


payment thereof or of any interest thereon.’ 


When the Commission responded to the initial Phase II proposals 
it strenuously objected to inclusion of the quoted language in the sub- 
ordinated lending documents on the ground that the provisions vio- 


lated the policies underlying the federal securities laws. The Com- 
mission’s letter stated: 


These provisions are against public policy and constitute 
ari improper attempt to circumvent the Securities Exchange 
Act provisions which make the Exchange responsible for 
policing the financial responsibility of its members and also 
make tie member firm liable for its failure to comply with the 
federal securities laws and with Exchange rules, constitution 
and policies.** 


After meeting with Chairman Casey, Commissioner Needham and 
various of the Commission’s staff on May 24, 1971 to discuss the Phase ” 
I and Phase IT proposals in detail, the Exchange submitted revised 
proposals on May 28, supported by a six-page letter explaining the 
important provisions of the various rules.*** The letter did not mention 
the exculpatory clause in the subordination agreements to which the 
Commission had so strenuously objected in April. However, the subor- 
dination documeuts attached to the letter were identical to those con- 
tained in the original submission of February 19. 1971 except that the 
exculpatory clause in the Secured Demand Note Collateral Agrceement 
had been altered to provide not only that the Exchange had no duty 
to provide information about the member organization but that it 
has no duty to cause such information to be provided by anyone else.?# 

When it. commented upon tho revised proposals the Comunission con- 
gratulated the Exchange on having strengthened its rules and made 
some additional suggestions for improvements.*® Referring to the 
exculpatory clause in the subordination agreements the letter stated: 


We again call your attention to our opinion that the exenl- 
patory clause in this and the other printed loan agreements 
are against public policy and constitute an improper attempt 


mid. (nttached Secured Demand Note Collateral Agreement at p. 5). 

3 Letter from Irvine M. Polnck to Robert M. Bishop. p. 4 (April 20, 1971). 

™ Letter frum Robert M. Bishop te Irving M. Pelock (May 28, 1971). 

we fd. (attached Secured Demand Note Collateral Acreement at p. 5). 

Ser text aupra at p. 357. The letter of comment wae unantinousir approved hy the 
Commission on June 17, 1971. SEC, Minutes of a Meeting held June 17, 1973. 
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to circumvent the Securities Exchange Act provisions and 
judicial decisions which make the Exchange responsible for 
policing the financial responsibility of its members and also 
make the member firms hable for failure to comply with the 
federal securities laws and the Exchange rules, constitution 
and policies.’ 

On July 15, 1971 the NYSE advised the Commission that the pro- 

yosed amendments to the net capital rules had been adopted by the 
Bound of Governors and that several changes had been made pursuant 
to the Commission’s most recent letter of conunent.'** Again the Ex- 
change’s letter did not refer to the exculpatory clause to which the 
Commission had objected. Again the subordination documents did 
contain the clause.” 

The Commission's files contain no further correspondence regard- 
ing the exculpatory clause contained in the NYSE subordination doc- 
uinents. The Commission has taken no action to compel removal of the 
clause from the documents.** 

F.1. duPont, Glore Forgan & Co.; Short Stock Record Differences. 


The last of the near disasters of the financial and a crisis con- 


cerned the firm of F. I. duPont, Glore Forgan & Co., the third largest 
NYSE member organization. The firm’s problems apparently dated 
back to 1967 and finally came to a head in 1970 and early 1971."** In 
order to save the firm by bringing in outside capital, the NYSE made 
several special arrangements including an exception to its rule on 
control of member organizations by persons ontside the securities in- 
dustry.*** By one report an injection of 79 millon dollars was ulti- 
mately required to rescue the duPont firm.?** 

One of the special arrangements made by the Exchange in connec- 
tion with the investment in duPont by H. Ross Perot interests was 
a temporary agreement to make no charge for short stock record 
differences in computing-the firm’s net capital ratio so that the firm 
would have an opportunity to reseavch the differences. In January 
of 1971 Commissioner Owens wrote to the Exchange regarding the 
serious financia! condition of duPont. Among other matters, he stated, 
“We further would like to know what steps the Exchange will take 
to compel the firm to make an adequate charge against capital for 
short steck record differences and any similar items and to make a 
computation of its capital on at least a monthly basis.” ?** 

In its reply the Exchange reported that the duPont firm had $15.5 
million in short stock record differences at January 29, 1971, and 
continued : 


It is our understanding that Mr. Meyerson of I’M spoke 
to the SEC regarding the capital charge for 1970 short secu- 


1% Letter from Irving M. Pollack to Rebert M. Bisbop, p. § (June 17, 1971). 

1 Letter from Fred 3. Stock, Jr. to Irving M. Pollack (July 15, 19713 

In See 1 Flouse Hearings 240, 243-244, 249, 256-257, 950, 265, 271-272, 274-275 

2 Ut js Important net to lese sight of the fact that, thronch the informal bargaining 
process the Commission and its staff were able to cause a sizuificant strengthening of the 
NYSE rule jn other aress as compared with the previously existing rule or the origtually 
proposed amendments, See text avpra at p. Sa7. 

7: See, og H. Baruch, Wall Street: Security Risk 241 (1971). See also text supra at 


* e. 
7*See, e.g. Securities Industry Study, Hearings before the Subcom on Securities of the 
Senate Comm. on Banking, Housing & Urban Affsirs, 82d Conz.. Ist Secs. at 15% (1871) 
p - Greer, F. 1. duPont Rescwe Cost $79 Million, The Washington Vost, April 7, 1972, at 
12. col. 4. 
176 Letter from Hon. Hugh F. Owens to Robert W. Haack, p.2 (Jan. 29. 1971). 
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rity differences and reported to us that the SEC has sanc- 
tioned the current reserve until at least June. At that time 
we would require that the reserve equal the then existing 
short differences.?” 
Again, on March 9, 1971 the Exchange reiterated its understanding 
that the Commission had acquiesed in making a temporary dispensa- 
tion in the case of the duPont firm: 


As to the specific circumstances of the duPont, Glore 
Forgan & Co. differences, we can simply restate that which 
we understand to be the case—that at a mecting with Com- 
missioners in November 1970, at which Mr. Lasker was pres- 
ent, the status of the existing reserves for short security dif- 
ferences at F. I. dnPont, Glore Forgan & Co. was a subject 
of discussion. We understood that the continuance of the 
current level of these reserves was sanctioned at least until 
June 1971.278 


The Commission, however, did not agrec to the special treatment 
of short stock record differences in the case of the duPout firm. On 
March 19, 1971 Commissioner Owens replied to Mr. Haack’s letter of 
March 9, as follows: 


We are writing in respouse to your letter of March 9, 1971 
concerning I’. I. duPont, Glore Forgan & Co. As was pointed 
out in our recent conference with you and other Exchange 
representatives and in our prior letter, the Commission hus 
not given any sanction to the Exchange's position on the 
treatment of the jirm’s short stock record differences for pur- 
poses of computations made under the Exchange's net capital 
vule. The Commission recognizes this is primarily a matter 
for the Exchange’s determination under its existing rules. 

The Commission again wishes to express its concern at the 
apparent lack of progress being made in straightening out the 
firm’s operational problems. The results of the recent box 
count do not give us confidence that the firm is in fact ade- 
quately processing current transactions, or that its books and 
records are current. We trust that the Exchange will be vigi- 
lant in its monitoring in this area as well as the financial 
area, and that it will insist upon substantial progress 
being made within meaningful time schedules. (Emphasis 
added.) 7° 


On April 28, 1971 the Exchange advised the Commission in detail 
of the final arrangements that had been made with the duPont firm 
regarding the charging of short stock record differences for purposes 
of capital computations. The agreement adopted a formula for treat- 
ment of such differences depending upon when they were incurred 
and gave the firm until April of 1972 before full charges would be 
made.**° 


7 Letter from Robert W. Haack, to Hon. Huch F. Owens, p. 2 (Feb. 9, 1971). 
3 Letter from Robert W. Haack te Hon. Richard GB. Smith (Mar. 9, 197u) 
™ Letter from dion. Much T. Owens to Rovert W. [laack (March 19, 1971 
8 Leticr from Robert W. [laack to Irving M. Pollack, p. 3 (Apri 28, 1971 


). 
}: 
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Again on August 20, 1971 the Exchange reminded the Cornmission 
of the special treatment being afforded short stock record differences 
of F. I. duPont & Co.* In September of 1971 the Commission's staff 
estimated that, under the Commission’s net capital rule at least, 
du Pent had 2 $16 million net capital deficiency even after the capital 
infusions by the Perot interests. Due to the contribution of larve 
amounts of additional capital, the duPont firm is now reported to be 
in sound financial condition. There is no record of the Commission's 
having taken any action to enforce the position taken in its non- 
acquiesence of March 19, 1971. 


1% Letter from Richard B. Howland, Executive Vice President NYSE to Hon. Wiliam 2 
Casey, p. 2 (August 20, 1971) 
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